|
|

——

| )
| 7/ PROCESSED |
i’ | ey |
] | THOMSON !
: I FINANCIAL !
) \ '

——

: % A
20068 ANNUAL RERPORTY.
r . ) |

Sourcelil
Corperation




| | ' |
| |
| b
' i
, f ol -
Contents l o
Corporate Dcscriptioh I ' i
; iy |
" 2006 in Brief | | [ i
i 1
Financial Highlights | ; i
' |
Letter to Sharcholders ’ l il
f i
Banking Center Locations ! : vii
Shareholders’ Information ! l viii

Financial Report

Officers and Directors

55"

source. _
1 Corporation




¥
i
CorporateDescription

Ist Source Corporation is the largest locally
controlled financial institution headquartered in
the Northern! Indiana-Southwestern Michigan
area. While delivering a comprehensive range
of consumer and commermal banking services,
1st Source ha dlstmgmshed itself with highly
personalized dervices. Ist Source also provides
nationally spetlzializud financing services for new
and used private and cargo aircraft, automaobiles
and light trucks for leasing and rental agencies,
medium and [heavy duty trucks, construction
equipment, and environmental equipment.

Ist Source’s principal subsidiary, 1st Source Bank,
has 67 bankinlg centers in 16 counties in Indiana
and Michiganfand "4 locations nattonwide for the
Ist Source Specmlty Finance Group. 1st Source’s
wholly—owned mortgage banking subsidiary,
Trustcorp Molrtgage Company, has one office in
Indiana and one office in Ohio. With a history
dating back to 18()3 1st Source is proud of its
tradition of pi:ovndlng superior service to clients
while playing'a lca‘dership role in the continued

development of the comrmunities it serves.

i‘ .
2006 in Brief*
2006 net income Crf $39.30 million was up from
the $33.75 nnlhon earned in 2005. Diluted net

income per common share for 2006 was $1.72, up
from the $1.46 for 2005.

Return on average total assets was 1.11% com-
pared to 1.00% a year ago. Return on average
common shareholders equity was 10.98% for
2006, compared to 10.12% for 2005. The average
common sh'l’r.eholders equity-to-assets ratio for

2006 was 10.(:)7%, Iconqp:nred to 9.89% last year.

At year-end ';006 total assets were $3.81 billion,
up 8.43% from alyear earlier. Loans and leases
were up 971%, dep051ts were up 11.02% and
shareholders’ equuy increased 6.75% to $368.90
million at th? endl of 2006 to $345.58 million at
the end of 2005.

The reserve |for loan and lease losses at year-
end 2006 was 2.18% of total loans and leases.
Nonperforming loans and leases were 0.58% of
total loans and leases, while nonperforming assets
amounted to]0.64% of total loans and leases.
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* Per share amounts have been adjusted to give retroactive
recognmon toa 10% stock dividend declared July 27, 2006.
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Financial Highlights

Earnings and Dividends

(Dollars in thousands, exceps per share amounis 2006 2005 2004 2003 2002
Interest and other income . $285579 5 237065 § 214170 i$ 242518 § {272,620
Interest and other expense 226,036 187688, 180069 . 215335 261215
Net income 39,297 33751 24965 19154 | 10,039
Cash dividends 12,315 10325' 8863 = 7789 | 7537
Per common share: o i »
Diluted net income S 172 % 146§ 108 $ 082 §| 043
Cash dividends | 534 445 38 . 33% 327
Book value | 16.40 1520 1433 | 138 1343
Return on average common equity] 10.98% 10.12% 781% ! 612% | 323%
Return on average total assets L11% 1.00% 0.75% 1 059% 0.29%
Statement of Condition | A
Average Balances: ‘ |
Assets $3,552,301 ~'$3373,137. $3:349,364 '$3,258,174 $3,466,382
Earning assets 3315004 3152235. 3121990 2981622 3149632
Loans and leases . 2566217 2348690 2240055 | 2001004 2332992
Reserve for loan and lease losses 59,082 61072, 69567 , 63123 59,171
Investment securities 644,099 702606 762386 . 702973 639,178
Deposits | 2,770,548  2610398° 2489170 - 2559261 2771310
Shareholders’ equity | 357,759 333623 319737 | 312793 310412

'
I

* The computation of per comman share data gives retroactive recognition to'a 10% stock dividend t':leclar;ed July 27, 2006.
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NUAL SHAREHOLDERS® LETTER

Chris Murphy I
Chairman, st Source Corporation"
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To Our Shareholders

As | often do wlllen I \lertﬂ this yearly letter, | ask
3 I3 i + - -
myself, “Who is this for? Why do [ write it? Does
| . .
anyone other than ouxi competitors and the investment

bankers calling (%n us read this?” Then I remind myself

it is a letter to my partners

. — to those [ serve — our

- shareholders, my colleagues,

. our clients, our prospective

1 clients, the communities we
serve, and the regulators who
' are charged with overseeing

‘ - our activities. My purpose is

- to explain what happened this
- year, to discuss our success and
¢ our challenges. Bue, | can't

¢ make any “forward looking

" statements,” the lawyers tell
e " me, because someone might
rely too hcawlyron threm and, if they don’t come true,
I (we) could be hab]c:for misleading someone. That
presupposes that this is an exact science and that every
CEOQ knows exactly what is going to happen in the
future and he or she i'rs 100% sure of it and 1s correct.
Well, not this o:ne! | c;{o not know what the Federal
Reserve is going to do about interest rates. I do not
know how thmgs will develop in the Middle East,
India, China, the rest of Asia or in the rest of the world
for that matter and w‘lhat impact unforeseen events
might have on us. Wirll the consumer keep buying?
Will housmg continde to slow and prices begin to
drop? Will oil and ga[ prices rise or fall? Will there be
layoffs? Will tho Congress or state legislators spend
more, increase taxes, 3dd new burdensome regulation,
or reduce tho ipcenti:ves to invest that have driven
this.strong economy 'of ours for_so long? Although |
don't know the onéwprs, | do try to determine their

probabilities _arzlgl, with my colleagues, build a plan that

provides us with long-term opportunities taking those

probabilities mto acc!ount Our 2010 strategic plan

I
Vision 2010, is mcant to do jusr that.

In short, 2006 was a good year. We earned $39.30
millton, a 16.43 percent increase over 2005. Earnings
per share were $1.72, up 17 .81 percent over the prior
year, This resulted in a return on average equity of
10.98 percent and a return on average assets of 1.11
percent for 2000 - a respectable performance, but not
great. Credit improvement and recoveries, mortgage
servicing asset sales, and hard sales wotk in all areas
drove the results on the upside. Tight margins with
very competitive pricing of both loans and deposits,
and increasing costs from investment in long-term
infrastructure and in new facilities, people and markets
impeded better pcrformance. All in all, [ am pleased
with the results but not satisfied. See the Management
Discussion and Anaiysis in our 2006 Form 10-K for a

more detailed review of the year.

During 2005 and eorly 2006, we continued to work on
our strategic Vision 2010 Plan. We started by reviewing
our history, and diséussing our culture and the values
which make us distinctive. These are at the core of our
brand and our value proposition. While you can state
your values, if they are not evident and demonstrable

in your history they are just puff. We reviewed and
recommitted to out values: integrity; superior quality in
everything we do; outst:mcling client service; the ideals

of teamwork; and community leadership.

From these values, we honed our Mission Statement
for more clarity. The Mission answers the question of
why we are in business and what our defining purpose
is: To help individuals, institutions, businesses and
communities achieve security, build wealth and realize

their dreams.

If we deliver on this Mission, we will achieve the
Vision we have fox" the future. It is to always offer our
clients the highest quality service; to support a proud
family of colleagues who personify the 1st Source
spirit of partnership; to be the financial institution

of choice in each market we serve; to remain
independent and nurture pride of ownership among
our 1st Source colleagues; and to achieve superior

long-term financial results.
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We are committed as a team to make Vision 2010 a
reality, To do so we have created six pillars within a
“proverbial” 1st Source house (sec page vi). These are
the key initiatives we are undertaking to achieve| our
long term Vision. The pillars (or initiatives) stabihize
the house by providing the resources, facilities, people,

capacities, and capabilities necessary to do so.
I

Develop our people

The most important initiative for achieving long-

term consistent success is “Develop Our Pcople.':
During the year, we were selecteéd as one of the ‘iBest
Places to Work in Indiana” by the Indiana Chamber
of Commerce. This honor occurred because we have

a great group of colleagues who like being in service
to each other and to our clients. Our colleagues truly
care and we strive to ensure they have the training
necessary to exceed our clients’ expectations and{wow
our clients with service. We are trying to build an even
more responsive and proactive culture through staff
training, goal setting, results reporting, and holding each
other accountable for achieving set and agreed upon
goals. We looked to the future and conducted a sl:lrong
recruiting program which acttracted a talented group
of professionals with new capabilfitics, team building

capacity, and future leadership potential.

Vitalize sales

Growth comes from attracting new clients and
doing more for those we have. First, our clients
want nore convenience, so we oi)ened new facilities
with a different approach to translaction services.
We opened newly designed banking centers in
Dowagiac, and Northpointe and Heritage Square

Martin’s Supermarkets to give better service and more
convenience to our present client base. We focused

on helping small business clients dchieve their dreams
anxd became the #1 SBA lender in Northern Indi:lma
and Southwestern Michigan in 2QOG.A pilot proglram
of retail bankers mentored by small business bankers
became “microlenders” — serving the “Mom and
Pop” transactional level of small business client needs.
Throughout the bank, we directed the process of
selling and personal sales, developing responsive and
knowledgeable employees who have the talent to

. :
discern needs and to solve problems for clients.

Flijll services in all markiats

We decided we had been too timid in our expansion
growth efforts and needed to Step Up our energy m
hiring staff and developing faster. Rather than just focus
on retail in Fort Wayne, we added private bankmg,,
aglrlcultural capabilities, small business banking, wealth
management services, and business banking to our
service offering, We then launched an aggressive media/
marketing campaign, and topped it off by celcbratinlg the
opening of a new regional h’eadquarters for 1st Source
in downtown Fort Wayne. Our name and logo are now
proudly displayed on 1st Sourcc Center inviting the
commpmty to experience what straight talk and sound

advice is all about,

Duke Jones, President, and Chrrs Murphy, Chairman, in our
new Fort Wayne regional headquarrers 1st Source Center.




. As we go to press, 1st Source Corporation and FINA

Bancorp, Inc. jointly announced that they have entered
into a definitive Imergt‘:r agreement in which 1st Source
will acquire FINA in <':xchange for cash and stock.
FINA, headquartered in Valparaiso, Indiana, operates
First National B;.mk,Valparaiso, a full service bank with
approximately $600.0 million in assets, 26 banking
facilities locatéd|in Porter, LaPorte and Starke County,
Indiana, and a full complement of personal and business

banking, as well:as trust and asset management services.

First National Bénk,Valparaiso is located in the fastest

growing area of the 1st Source Bank retail footprint. It
provides a natural ext(!:nsion of 1st Source’s presence in
the Valparaiso market, not only in terms of geographic

coverage, but also in terms of the products and services

both banks off'ep and, mos_t‘importantly, in terms of the ) .. i
dedication of the employees of both banks to delivering

l

|
exceptional, personalized service o our customers. The

! - . - -
history, values, and mission of both crganizations are
t

very much aligned. .

i
Open new marke'ts
To gain new clients, we opened a facility in Kalamazoo-
and committed some of our most experienced

!
colleagues to developing this market giving us access

-to a_whole new region to serve. In October 2006, we

- ', “hit the pavement” 'running in Kalamazoo. We have also
" hired leadership forrour efforts in Lafayette, Indiana,
+ which will open in 2007.We have identified our first

location and are moving fast to reconfigure, occupy and

- open it. Additionally, we conducted significant analysis

d
on markets across tl';lc country that offer opportunities

" for ls‘jt Source and \«:Vill develop entry strategies for

these over the next few years.
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Implement Cornerstone
None of this can be done :
without the proper infrastructure.
“Cornerstone” is the euphemism
we use for acquiring and installing
new information processing and'
management systems which wi]lI
serve as our scalable platform

for the next 10 o 15 years

allowing us to grow and expand;

DEVELOP
OUR PEQPLE

Cornerstone will also consolidate
and simplify processes, allowing

us to obtain best in class service :
performance and significant
productivity improvements. This is
a long-term project. Cornerstone
has been going on for over a year
and has used enormous resources,
both human and financial. Successful conversion is
critical to our future and installation is planned to
begin in mid-2007. As a result, 2007 will be a challenge
for all of us. It will take a few years to truly take
advantage of these new systems but we look forward to

having a more robust platform on which to build

Superior financial results |

Lastly, to grow, to invest in people and facilities, and

to constantly anticipate and meet; the needs of our
clients in all kinds of ﬁnancnal ma{rkets we need to have

“Superior | Fmancral Results.” We- want to maintain and

even lmprove on'a fortress balance sheet with strong

performance n credlt quality, opcratmg cost control,
margm “and risk management, and long-term returns.
We need to reducc volatlhty and have reduced the
size of the mortgage servicing assét by selling dow1n
that portfo_ho_ substantially this past year. We must have
excellent credit quality and have c!ontinued to improve
credlt training, professwnahze collection and recovery
work ahd’ separate underwntmg from se]lmg and
servmg clients. When we are disciplined about credit
and collectlons our: credlt cllents perform bctter and.
are- more successful and our deposu cllents are more

protected It truly is a Win-win s:tuatlon

e ] i
L b ]

Conclusmn S

There are real challenges 1o otir’ success Marg,ms are

tougher as compemlon buys business with lower Ioan .

pncmg, l:beral poll(:les on the cred:t 51de and hlgher
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ou STANDING CLIENT, SEF!VICE
. INTEGRITY

' questlous and was always focused on the risk-reward
: trade—oﬂand the impact of dec1s1ons on the bottom

PRODUCE SUPERIOR

COMMUNITY CEADERSHIR
URPERICR QUAL
TEAMWORK

pri[cing: on deposits. And there are always new pro(h.}cr.s
and more convenience. Our colleagues are feeling the
stress of the conversion of ou.ir systems, the flow of new
initiativ:es, and the constant pressure of competition.!
Having said that, we are committed to our clients and
to making 1st Source #1 in éverything we do and
everywhere we go. This has been so since 1863 and
e:lch of my colleagues knows he or she is adding to the
legacy passed on to us by those who came before,

This year we are losing the services of a fine director
whp has filled his term limits. David Bowers, formv..r
Chief Financial Officer of 1st Source and retired Chlef
Fm%maal Officer of Park Natlonal Bank in Newark,
Ohio, served most recendly as_ Chairman of the Audit
Committee. His experience, his knowlledge, and his
counsel have been welcomed additions to the Board

and!to me in particular. He asked probing and insighitﬁ:l

lme Dave will be missed.

L T )
Th:mk you for your support this past year, we look
forward;to the challenges ahead knowing that 2007 is a

platform year for.th‘e future. - P
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Shareholders’ Information

2006 Stock Performance and Dividends Transfer Agent, Registrar and
Dividend Disbursing Agent

1st Source Corporation common stock is traded on the
Over-The-Counter Market and is listed on The Nasdaq
Global Select Market under the symbol “SRCE.”

1st Source is also listed on the National Market System

‘1|st Source Bank ‘
ITost Office Box 1602

tables in many daily papers under the symbol * “IstSrc.” Slout‘h Bend, IN 46634 1
“High and low common stock prlcesl cash dwldends | g ,

paid for 2006 and book value were: | j Independent Auditors

Cash ,

D1v1dends Eirnst & Young LLP

Quarter Ended High Low Paid Sears Tower
March 31 $27.26 $22.64  $.127 233 South Wacker Drive
June 30 3081 2468 .27 c‘ihicag"' 11 60606-6301
September 30 3133 - 28.46 140 T,
December 31 3346 2008 140 Shareholder Inquiries

Book value per common share at December 31, 2006: $16.40

* Per share amounts have been adjusted to give retroactive recognmon to'a 10%
stock dividend declared July 27, 2006. '

1st Source Corporatlon

Larry E. Lentych

Chlef Financial Officer -
Post Office Box 1602 .
Annual Meeting of Shareholders ' South Bend, IN 46634

(5|74) 235-2000

The Annual Meeting of Shareholders has been called for
10:00 a.m., EDT, Thursday, April 26, 2007, at 1st Source

Center, IOO N. Michigan Street, South Bend, Indiana. l'"l]arket Makers (as of January 16, 2007)
-Entrance to the annual mect'mg is limited to shareholders R

only. If your shares are held in “strect name” (that is| TPQ following firms make a market in the common
through a broker), you must bring a récent copy ofa shares of 1st Source Corporation:

brokerage statement reflecting your stock ownershlp as

of February 20, 2007, the record date. Cmgroup Global Markets, Inc.

Crowell Weedon & Company
' ‘ FTN Midwest Research Securities
Common Stock Listing ' : Goldman Sachs & Company

Keefe Bruyette & Woods, Inc.
The Nasdaq Global Select Market | L(,hman Brothers, Inc. .
Market Symbol: “SRCE" Morgan Stanley & Company, Inc.
CUSIP #336901 10 3 Sandler O'Neill & Partners

.. ' Stifel, Nicolaus & Company

Istsource.com ! ' ;
For the latest shareholder information, log on to .
www.1stsource.com. Click on the “1st Source oo i
Corporation” link and follow the prompts. ' ‘

If you would like to help us reduce printing costs ’ I !
by downloading our quarterly and annual reports
directly from our website, please e-mail us at !
shareholder@ Istsource.com. » 1
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. UNITED STATES
| SECURITIES AND EXCHANGE COMMISSION
| Washington, D.C. 20549

FORM 10-K

ANNUAL REPORT PURSUANT TO SECTION 13 OR 15(d)
OF THE SECURITIES EXCHANGE ACT OF 1934
For the fiscal year ended December 31, 2006

i OR

I
TRANSITION REPORT PURSUANT TO SECTION 13 OR 15(d)
OF THE SECURITIES EXCHANGE ACT OF 1934

For the transition period from to

|

Commlssmn file numb{,r 0-6233 !

' | 1ST SOURCE CORPORATION
o

{(Exact name of registrant as specified in its charter)

; i.lndi:ma " 35-1068133

(Smre o:‘r other jurisdiction of . (I.R.S. Employer
incorporation or organization) L Identification No.}

. i
100 North Michigan Street '
}South Bend, Indiana ' ) : 46601
(Address of prmrrpal exeentive offices) o (Zip Code)

Registrant’s telephone number, including area code: (574) 235-2000

b
; i Securities registered pursuant to Section 12{b) of the Act:
ITiddel

'Tltle of Each Class Name of Exchange on Which Registered
1
Floating Rate Cumulative Trust Preferred The NASDAQ Stock Market LLC
Securities and relateld guarantee — $25 par value
Common Stock, without par value * (NASDAQ Global Select Market)

! - . . ‘ /.

! | Securities registered pursuant to Section 12(g) of the Act: None

I[‘ldlC:lt(. by check mark 1flthc relglﬁtrant is a well-known seasoned issuer, as defined in Rule 405 of the Securities Act.Yes L] No
Indlcatc by check mark 1f;thc relglstrant is not required to file reports pursuant to Section 13 or Section 15(d) of the Act.Yes O No

Indicate by check mark whethef the registrant (1) has filed all reports required to be filed by Section 13 or 15(d) of the Securities
Exchange Act of 1934 durm& thc preceding 12 months {or for such shorter period that the registrant wis required to file such reports),
and (2) has been subject to such filing requirements for the past 90 days. Yes No

Indicate by check mark if dlsclosurc of delinquent filers pursuant to lItem 405 of Regulation 5-K is not contained herein, and will not
be contained, to the besy of reglstrmts knowledge, in definitive proxy or information statements incorporated by reference in Part 111 of
this Form 10-K or any an}endment to this Form 10-K.

Indicate by check mark whethcr the registrant is a large accelerated filer, an accelerated filer, or a non-accelerated filer. See definition of
“accelerated filer and ]argc accelemtnd filer” in Rule 12b-2 of the Exchange Act. (Check one):

l ‘ Large accclcrated filer (] Accelerated filer [X]  Non- accelerated filer [
Indicate by check mark whethellf the registrant is a shell company {as defined in Rule 12b-2 of the Act). Yes O ~o
The aggregate market value of the voting common stock held by non-affiliates of the reglstrflmt as of June 30, 2006 was $363,301,455.
The number of shares outstandmg of each of the registrant’s classes of stock as of February 20, 2007:
Conunon Stock, without par value — 22,498,087 shares
i L
|

' I DOCUMENTS INCORPORATED BY REFERENCE
Portions of the annual proxy stat?emcnt for the 2007 annual meeting of sharcholders to be held April 26, 2007, are incorporated by
reference into Part 111 | '

1+SRCE  * l ' ‘ : 2006 Form 10-K
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o PART |
b - ITEM 1. BUSINESS.

P
1st SOURCE CORPORATION '

1st Source Corporation, an Indlana corporauon incorporated in 1971, is a bank holding company headquartered in South Bend, Indiana that provides, through
our subsidiaries (collectively referred to as “1st Source®), a broad array of financial products and services. 1st Source Bank (“Bank”), cur principal subsidiary, offers
commercial and consumer banking serwces trust and investment management services, and insurance 1o individual and business clients through most of our 67
banking center locations in 16 countles in Indiana and Michigan and, one Trustcorp Mortgage office located in-each state of Indiana and Ohio. 1st Source Bank
Specialty Finance Group, with 24 Iocatlons nationwide, offers specialized financing services for new and used private and cargo aircraft, automabiles and light trucks
for leasing and rental agenues med\um and heavy duty trucks, construction equipment, and environmental equipment. While concentrated in certain equipment
types, we enjoy serving a very drverre client base. We are not dependent upon any single industry or client. At December 31, 2006, we had consclidated total
assets of $3.81 billion, loans and leases of $2.70 billion, deposits of $3.05 billion, and total shareholders' equity of $368.90 miflion.

Qur principal executive offlce is Iocaled at 100 North Michigan Street, South Bend, Indiana 46601 and our telephone number is 574 235-2000. Access to our
annual report on Form 10-I< quanerly reports on Form 10-Q, current reports on Form 8-K, and all amendments to those reports is available, free of charge,
at www, 1StSoUrce.com soon aﬂer thé material is electronically filed with the Securities Exchange Commlssmn (SEC). We will provide a printed copy of any of the

aforementioned documents to any requestmg shareholder.
|

Ist SOURCE BANK '

1st Source Bank is a wholly owned subsrd|ary of 1st Source Corporation that offers a broad range of consumer and commercial banking services through its lending
operations, retail branches, and fee based husinesses,

Commercial, Agricultural, and Real Estate Loans — 1st Source Bank provides commercial and agriculture lpans to corporations and other business clients
primarily located within our regmnal market area. Loans are made for a wide variety of general corporate purposes, including financing for industrial and commercial
properties, financing for equipment, mventorles and accounts receivable, and acquisition financing. Other servrces include commercial Ieasmg and cash management

services. ! ;

Consumer Services — 1st $ourceiBank provides a full range of consumer banking services, including checking accounts, on-line banking, savings programs,
installment and real estate loans, home equity loans and lines of credit, drive-in and night deposit services, safe deposit facilities, automated teller machines,
overdraft facilities, debit and credit card services, and brokerage services,

Trust Services — 15t Source Bank provides a wide range of trust, investment, agency, and custodial services for individual and corporate clients. These services
include the administration of estates;and personal trusts, as well as the management of investrent accounts for individuals, employee benefit plans, and charitable
foundations. i
Specialty Finance Group Serwces'-— 1st Source Bark, through its Specialty Finance Group, provides a broad range of comprehensive lease and equipment
finance products addressing the financing needs of diverse companies. This Group can be broken down into four areas: auto, light truck, and environmental

equipment financing; medium and heavy duty truck financing; aircraft financing; and censtruction equipment financing.
!

Auto, heht truck, and enwronmental equipment financing consists of financings to automobile rental and leasing companies, light truck rental and leasing
companies, and environmental equment companies. Auto, light truck, and ervironmental equipment finance receivables generally range from $50,000 to
$15 million with fixed or varlable_lnterest rates and terms of two to seven years.

Medium and heavy duty U{Jck ﬁn%ancing consists of financings for highway tractors and traifers and delivery trucks to the commercial trucking industry. Medium
and heavy duty truck finance receivables generally range from $50,000 to $15 million with fixed or variable interest rates and terms of two to seven years.

Aircraft financing consists [of financings for new and used aircraft for individual and corporate aircraft users, aircraft dealers, charter operators, and air cargo
carriers. Aircraft finance recewab‘es generally range from $1 00 000 to $15 million with fixed or variable interest rates and terms of two to ten years.

Construction equipment flnancmg includes financing of equipment {i.e, asphalt and concrete plants, bulldozers, excavators, cranes, and loaders, etc) to the
construction industry. Construction equipment finance receivables generally range from $ 100,000 to $ 15 million with fixed or variable interest rates and terms

of three to seven years. |

We also generate eqmpment rental income through the leasing of construction equrpment various trucks, and other equipment to clients through operating
leases.

SPECIALTY FINANCE GROUP[SUBSIDIARIES ‘ )

The Spedialty Finance Group also con5|sts of separate wholly owned sub51d|ar|es of 1st Source Bank which include: Michigan Transportation Finance Corporation,
1st Source Spedialty Frnance Inc., SFG Equipment Leasing, Inc., 15t Source Intermediate Holding, LLC, 1st Source Commercial Aircraft Leasing, Inc, and 5FG
Equipment Leasing Corporation |.

TRUSTCORP MORTGAGE COMPANY

Trustcorp Mortgage Companv (Trustcorp) is a mortgage banking company with one office in Indiana and one office in Ohie and is a wholly owned subsidiary of
1st Source Corporation, Trustcorp prowdes real estate mortgage loan services primarily in the one-to-four family residential housing market. Most of the residential
mortgages originated andfor purchased are sold into the secondary market and serviced by Trustcorp.
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st SOURCE INSURANCE, INC. | E

1st Source Insurance, Inc. is a wholly owned subsidiary of 1st Source Bank that provrdes insurance services to individuals and businesses covering corporate and
personal property products, casualty insurance products, and |nd|v1duai and group health and life insurance products. i

1st Source Corporation Investment Advisors, Inc. is a wholly owned subsidiary of 1st Sour'ce Bank that provides investment advisory services to trust and investment
clients of 1st Source Bank and to the 1st Source Monogram Funds. 1|5t Source Corporatron Investment Advisors, Inc. is registered as an investment advisor witf the
Securities and Exchange Commission under the Investment Advisors Act of 1940. 1st Source Corporation Investment Advisors, Inc. serves stnctly in an advisory
capacity and, as such, does not hold any client securities.

Ist SOURCE CORPORATION INVESTMENT ADVISORS, INC.

1

OTHER CONSOLIDATED SUBSIDIARIES
We have various other subsidiaries that are not significant to the consolidated entity.

Ist SOURCE CAPITAL TRUST II, Il, AND IV

Our unconsolidated subsidiaries include, 1st Source Capital Trust Il lIl, and IV {1st Source Capital Trust | was dissolved on May 26, 2005). These subsidiaries
were created for the purposes of issuing $17.25 million, $10.00 mllllon and $30.00 mlihon of trust preferred securities, respectively, and Iendmg the proceeds
to 1st Source. We guarantee, on a limited basis, paymenits of distributions on the trust preferred securities and payments on redemption of the trust preferred

securities. . 1
COMPETITION

| . .
The activities in which we and the Bank engage are highly competiti\lre These activities and the geographic markets served involve competition \.\;rth other banks,
some of which are affiliated with large bank holding companies headquartered outside of our principal market. We generally compete on the basis of client service
and responsiveness to client needs, available loan and deposit producrs the rates of interest charged on loans and leases, the rates of interest pa|d for funds, other
credit and service charges, the quality of services rendered, the convenlence of banklng facilities, and in the case of loans and leases to large commercral borrowers,
relative lending limits.

In addition to competing with other banks within our primary service areas, the Bank also competes with other financial service companies, such as credit unions,
industrial loan associations, securities firms, Insurance companies, small loan companles finance companies, mortgage companies, real estate mvestment trusts,
certain governmental agencies, credit organizations, and other enterpnses Additional competmon for depositors’ funds comes from United States Government
securities, private issuers of debt cbligations, and suppliers of other mvestment alternatwes for depositars. Many of our non-bank competitors ar|e not subject to
the same extensive Federal regulations that govern bank holding com panies and banks. Such non-bank competitors may, as a result, have certain advantages over
us in providing some services. ' !

. 1
We compete against these financial institutions by offering a full array of products and highly personalized services. We also rely on our history in our core market
dating back to 1863, as welt as, relationships that our long-term colleagues have with o'ur clients, and the capacity we have for quick local decision-making.

EMPLOYEES

At December 31, 2006, we had approximately 1,200 employees on a full-time equiv‘glentl basis. We provide a wide range of employee benefits and consider
employee relations to be good. \
|

I
REGULATION AND SUPERVISION | '
General — 1st Source and the Bank are extensively regulated undeler Federal and State law. To the extent that the followmg information describes statutory or
regulatory provisions, it is qualified in its entirety by reference to the particular statutory and regulatory provisions. Any change in applicable laws cr regulatlons may
have a material effect on our business and our prospective business. Our operations may be affected by legislative changes and by the policies of varrous regulaicry
authorities. We are unable to predict the nature or the extent of the effects on our business and earnings that fiscal or monetary policies, economic controls or new
Federal or State legislation may have in the future. ; }

We are a registered bank holding company under the Bank Holding|Company Act of 1956 (BHCA) and, as such, we are subject to regulation, superwsron and
examination by the Board of Governors of the Federal Reserve Syste]m {Federal Reserve). We are required to file annual reports with the Federal 'Reserve and to

provide the Federal Reserve such additicnal information as it may require. : |

The Bank, as an Indiana state bank and member of the Federal Resierve System, is supervised by the Indiana Department of Financial Insmuuons {DF1) and the
Federal Reserve. As such, the Bank is regularly examined by and subject to regulauonsR promulgated by the DFI and the Federal Reserve. Because the Federal
Deposit Insurance Corporation {FDIC) provides deposit insurance to the Bank, the Bank is also subject to supervision and regulation by the FDIC (even though the
FDIC is not its primary Federal regulator).

I
Bank Holding Company Act — Under the BHCA, as amended our aCtNItIES are limited to business so closely related to banking, managing, or contlrollrng banks as
to be a proper incident thereto. We are also subject to capital reqwrelmenr.s applied on 3 ' consolidated basis in a form substantially similar to thOtelrequrred of the
Bank. The BHCA also requires a bank holding company to obtain app'roval from the Federal Reserve before (i) acquiring, or holding more than & % voting interest
in any bank or bank holding company, (i) acquiring all or substantially all of the assets of another bank or bank holding company, or {iii} merging or consolidating
with another bank holding company. ’
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The BHCA also restricts non-| bank actrwtles to those which, by statute or by Federal Reserve regulation or order, have been identified as activities closely related to
the business of banking or of managmg or controlling banks. As discussed below, the Gramm-Leach-Bliley Act, which was enacted in 1999, established a new type
of bank holding company known as a “flnandal holding company,” that has powers that are not otherwise available to bank holding companies.

Financial Institutions Reform Recoyery and Enforcement Act of 1989 — The Financial Instltutlons Reform Recovery and Enforcement Act of 1989 {FIRREA}

reorganized and reformed the regulatory structure applicable to financiat institutions generally.

The Federal Deposit Insuranlce Corporation Improvement Act of 1991 — The Federal Deposit Insurance Corporation Improvement Act of 1991 (FDICIA) was
adopted to supervise and regulate a\\mde variety of banking issues. In general, FDICIA provides for the recapltallzatron of the Bank Insurance Fund (BIF), deposit
insurance reform, including the imptementation of risk-based deposit insurance premiums, the estabhshment of five capital levels for financial institutions (“well
capitalized,” “adequately cap:talrzed‘ undercapltallzed " “significantly undercapitalized,” and “critically undercapltallzed ) that would impose more scrutiny and
restrictions on less capatalrzed institus JOﬂS along with a number of other supervisory and regulatory issues. At December 31, 2006, the Bank was categorized as
“well capitalized,” meaning that its total risk-based capital ratio exceeded 10.00%, its Tier 1 risk-based capital ratio exceeded 6.00%, its leverage ratio exceeded
5,00%, and it was not subject foa regulatory order, agreement, or directive to meet and maintain a specific capltal level for any capital measure.

Federal Deposit Insurance Reform Act — On February 1, 2006, Congress approved the Federal Deposit Insurance Reform Act of 2005 (FDIRA). Among other
things, the FDIRA provides for the merger of the Bank Insurance Fund with the Savings Association Insurance Fund and for an immediate increase in Federal
deposit insurance for certain retlrement accounts up to $250,000. The statute further provides for the |nde><|ng of the maximum deposit insurance coverage for
all types of deposit accounts |n the future to account for inflation. The FDIRA also requires the FDIC to provide certain banks and thrifts that were in existence prior
to December 31, 1996 with one-tlrne credits against future premiums based on the amount of their payments to the Bank Insurance Fund or Savrngs Association
Insurance Fund prior to that date i ;

Securities and Exchange Commrssmn {SEC) and The Nasdaq Stock Market (Nasdaq) — We are under the jurisdiction of the SEC and certain state securities
commissions for matters reIatrng to *he offering and sale of our securities and our investment advisory services. We are subject to the disclosure and regulatory
requirements of the Secunues Act of| 1933, as amended, and the Securities Exchange Act of 1934, as amended as administered by the SEC. We are listed on the
Masdaq Global Select Market under the tradmg symbol SRCE and we are subject 1o the rules of Nasdaq for listed companies.
i
Riegle-Neal Interstate Banklng ancI Branchmg Efficiency Act of 1994 — Congress enacted the Riegle-Neal Interstate Banking and Branching Efficiency Act of
1994 (Interstate Act) in September 1694, Beginning in September 1995, bank holding companies have the right to expand, by acquiring existing banks, into all
states, even those which had theretolfore restricted entry. The legislation also provides that, subject to future action by individual states, a holding company has the
right to convert the banks wh:ch it owns in‘different states to branches of a single bank_ The states of Indiana and Michigan have adopted the interstate branching
provisions of the Interstate Act | ' . . v
f

Economic Growth and Regut'atory Paperwork Reduction Act of 1996 — The Economic Growth and Regulatory Paperwork Reduction Act of 1996 (EGRPRA)
was signed into law on September -0 1996. Among other things, EGRPRA streamlined the non-banking activities application process for well-capitalized and
well-managed bank holding companres : :

' i
Gramm-Leach-Bliley Act of519994‘ The Gramm-Leach-Bliley Act of 1999 (GLBA) is intended to modernize the banking industry by removing barriers to
affiliation among banks, lnsurance companles the securities industry, and other financial service providers. It provides financial organizations with the flexibility of
structuring such affiliations through a holding company structure or through a financial subsidiary of a bank, subject to certain limitations. The GLBA establishes
a new type of bank holding compar‘ly known as a financial holding company, which rmay engage in an expanded [ist of activities that are “financial in nature,”
which include securities and insurance brokerage, securities underwriting, insurance underwriting, and merlchant banking. The GLBA also sets forth a system of
functional regulation that makes the Federal Reserve the “umbrella supervisor” for holding companies, while providing for the supervision of the holding company's
subsidiaries by other Federal and sta‘e agengcies. A bank holding company may not become a financial holdlng company if any of its subsidiary financial institutions
are not well-capitalized or well—rnanaged Further each bank subsidiary of the holding company must have received at least a satisfactory Community Reinvestrment
Act (CRA) rating. The GLBA aIso expands ‘the types of financial activities a national bank may conduct through a financial subsidiary, addresses state regulation
of insurance, generally prohlblts unitary thrift halding companies organized after May 4, 1999, from.participating in new activities that are not financial in nature,
provides privacy protection forI nonpubllc custorner infarmation of financial institutions, modernizes the Federal Home Loan Bank system, and makes miscellaneous
regulatory imgrovements. The Federal Reserve and the Secretary of the Treasury must coordinate their supervision regarding approval of new financial activities
to be conducted through a. fmancral hordlng company or through a financial subsidiary of a bank. While the provisions of the GLBA regarding activities that may
be conducted through a flnanoal subsrdrary directly apply only to national banks, those provisions indirectly apply to state-chartered banks. In addition, the Bank
is subject to other provisions of the (:LBA including those relating to CRA and privacy, regardless of whether we elect to become a financial holding corpany or
to conduct activities through a fmanual subsidiary of the Bank. We do not, however, currently intend to flle notice with the Board to become a financial holding

company or to engage in expa{nded financial activities through a financial sub5|d|ary of the Bank.

Financial Privacy — In accordance.wrth the GLBA, Federal banking regulators adopted rules that limit the ability of banks and other financial institutions to
disclose non-public |nf0rmat|on about customers to nonaffiliated third parties. These limitations require disclosure of privacy policies to consumers and, in some
circumstances, allow consumers to prevent disclosure of certain personal information to a nonaffiliated third party. The privacy provisions of the GLBA affect how
consumer information is trans;nrrted through diversified financial companies and conveyed to outside vendors.

USA Patriot Act of 2001 —jThe USA Patriot Act of 2001 (USA Patriot Act) was signed into law primarily’ as a result of the terrorist attacks of September 11,
2001. The USA Patriot Actis comprehenswe anti-terrorism legislation that, among other things, substantially broadened the scope of anti-money laundering laws
and regulations by imposing srgnlflcarlut new compliance and due diligence obligations on financial |nst|tut|0ns

}

The regulations adopted by the Unllted States Treasury Department under the USA Patriot Act impose new obligations on financial institutions to maintain
appropriate policies, procedures and Lcontrols to detect, prevent and report money laundering, and terrorist financing. Additionally, the regulations require that we,
upon request from the appropnate fl‘ederal regulatory agency, provide records related to anti-money laundering, perform due diligence of private banking and
correspondent accounts, esta?llsh standards for verifying customer identity, and perform other related duties.
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Failure of a financial institution to comply with the USA Patriot Act’s requirements could have serious legal and reputational consequences for the institution.

Regulations Governing Capital Adequacy — The Federal bank regulatory agencies use capital adeguacy guidelines in their examination and regulauon of bank
holding companies and banks. If capital falts below the minimum Ievels established by these guidelines, a bank holfding company or bank will be reqmred to submit
an acceptable plan for achieving compliance with the capital gurdelmes and wilt be Subject to denial of applications and appropriate superv; sory enforcement
actions. The various regulatory capital requirements that we are subject to are disclosed in Part I, Item 8, Financial Statements and Supplementary Data — Note Q
of the Notes to Consolidated Financial Statements. Qur management befieves that the risk-weighting of assets and the risk-based capital guidelines does not have

a material adverse impact on our operations or on the operations of the Bank.
t

Community Reinvestment Act — The Community Reinvestrent Act of 1977 requwes that, in connection with examinations of financial institutions within their
jurisdiction, the Federal banking regulators must evaluate the record of the financial lnstltutlons in meeting the credit needs of their local communmes including low
and moderate income neighborhoads, consistent with the safe and sound operation of those banks. Federal banking regulators are required to u:msrder a financial
institution’s performance in these areas as they review applications flled by the msututnon to engage in mergers or acquisitions or to open a branch or facility.

Regulations Governing Extensions of Credit — The Bank is subject to certain restnctmns imposed by the Federal Reserve Act on extensions of credlt to 1st Source
or our sub5|d|ar|es or investments in our securities and on the use of our securities as collateral for loans to any borrowers. These regulations and restrictions may
finit our ability to obtain funds from the Bank for our cash needs, m'cludmg funds for acqumnons and for payment of dividends, interest and operatlng expentes.
Further, the BHCA, certain regulations of the Federal Reserve, state I'aws and many other Federal laws govern the extensions of credit and generally prohibit a bank
from extending credit, engaging in a lease or sale of property, or furnlshlng services toia customer on the condition that the customer obtain addmonal services
from the bank’s holding company or from one of its subsidiaries.

The Bank is also subject to certain restrictions imposed by the Federal Reserve Act on extensions of credit to executive officers, directors, principal shareholders,
or any related interest of such persons. Extensions of credit (i} must be made on substant:ally the same terms, including interest rates and collaleral and following
credit underwriting procedures that are at least as stringent as those" prevailing at the time for comparable transactions with persons not covered above and who
are not employees, and (i) must not involve more than the normal|risk of repayment er present other unfavorable features. The Bank is also sybject to certain
lending fimits and restrictions on overdrafts to such persons. i ' |

Reserve Requirements — The Federal Reserve requires all deposrtory institutions to maintain reserves against their transaction account depol.mts Reserves of
3.00% must be maintained against net transaction accounts greater than $7.80 million and less than $48.3 million {subject to adjustment by the Federal Reserve)
and reserves of 10.00% must be maintained against that portion of{net transaction accounts in excess of $48.3 million.

Dividends — The ability of the Bank to pay dividends and management fees is limited by various state and Federal laws, by certain covenant agreemems by the
regulations promulgated by its primary regulators, and by the principtes of prudent bank management. |

Monetary Policy and Economic Control — The commercial banklng business in whlch we engage is affected not only by general economic condmons but &lso
by the monetary policies of the Federal Reserve. Changes in the discount rate on member bank borrowing, availability of borrowing at the ‘dlsceunt window,” open
market operations, the imposition of changes in reserve reqmrements against rnember[banls deposits and assets of foreign branches, and the |mposmon of, and
changes in, reserve requirements against certain borrowings by banks and their afflllate|s are some of the instruments of monetary policy avaﬂablle to the Federal
Reserve. These monetary policies are used in varying combinations to influence overall growth and distributions of bank loans, investments, and deposuts and such
use may affect interest rates charged on loans and leases or paid on deposits. The monetary policies of the Federal Reserve have had a 5|gnmcant effect on the
operating results of commercial banks and are expected to do so |n the future. The monetary policies of the Federal Reserve are influenced by various factors,
including inflation, unemployment, short-term and long-term changes in the mternanonal trade balance, and in the fiscal policies of the U.S. Gavernment. Future
monetary policies and the effect of such DOIICIES on our future business and earnings, and the effect on the future busmess and earnings of the'Bank cannot be
predicted. :

Sarbanes-Oxtey Act of 2002 — On July 30, 2002, the Sarbane]s~0xley Act of 2002 {SOA) was signed into law. The SOA's stated goals lnlcrude enhancing
corporate responsibility, increasing penalties for accounting and addrung |mpr0pnet|es at publicly raded companies and protecting investors by improving the
accuracy and reliability of corporate disclosures pursuant to the secuntres laws. The SOA generally applies to all companies that file or are requrred to file pericdic
reports with the SEC under the Securities Exchange Actof 1934 (Elxchange Act). i |

Among other things, the SOA creates the Public Company Accounnlng Oversight Board as an independent body subject to SEC supervision with responsibility for
setting auditing, quality control, and ethical standards for auditors of publ:c companies. The SOA also requires public companies to make faster and more-extensive
financial disclosures, requires the chief executive officer and the chuef financial officer of public companies to provide signed certifications as to the accuracy and
completeness of financial information filed with the SEC, and prowdes enhanced crlmlnal and civil penalties for violations of the Federal secuntres laws.

The SOA also addresses functions and responsibilities of audit committees of public clornpanles The statute, by mandating certain stock exchange listing rules,
makes the audit committee directly responsible for the appomtment, compensation, and oversight of the work of the company's outside auditor, and requires the
auditor to report directly to the audit committee. The SOA authonzes each audit comrlnlrtee to engage independent counsel and other adwsors and requires a
public company to provide the appropriate funding, as determined by its audit commmees, to pay the company’s auditors and any advisors that ns audit committee
retains. The SOA also requires public companies to include an |nternat control report and assessment by management, along with an attestaﬂon to this report
prepared by the company’s registered public accounting firm, in their annual reports to stockholders |

]

|
Pending Legislation — Because of concerns relating to compeutwerlaess and the safety and soundness of the banking industry, Congress often considers a number
of wide-ranging proposals for altering the structure, regulation, and campetitive relanonshlps of the nation's financial institutions. We cannot pred|ct whether or in
what form any proposals will be adopted or the extent to which our business may be aﬁ:ected thereby.
' 1
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! ITEM 1A. RISK FACTORS.

An investment in our common stock is subject to risks inherent to our business. The material risk and uncertainties that we believe affect us are described below.
See “Forward Looking Statements” under Item 7 of this report for a discussion of other important factors that can affect our business.

Fluctuations in interest rates Fcould reduce our profitability and affect the value of our assets — Like other financial institutions, we are subject to interest rate
risk. Qur primary source of income is net interest income, which is the difference between interest earned on loans and leases and investments, and interest paid on
deposits and borrowings. We expect that we will periodically experience imbalances in the interest rate sensitivities of our assets and liabilities and the relationships
of various interest rates to each other Over any defined period of time, our interest-earning assets may be more sensitive to changes in market interest rates than
our interest-bearing liabilities, or vrce‘ -versa. In addition, the individual market interest rates underlying our Ioan and lease and deposit products may not change
to the same degree over a given time pefiod. In any event, if market interest rates should move contrary to our pesition, earnings may be negatively affected. In
addition, loan and lease volume and quality and deposit volume and mix can be affected by market interest rates as can the businesses of our clients. Changes in

levels of market interest rates could have a material adverse’affect on our net interest spread, asset quality, origination volume, and overall profitability.

Over the last two years, the Federal Reserve increased its target for Federal funds rate 400 basis points. While these short-term market interest rates (which are
used as a guide for pricing deposns) nave increased, longer-term market interest rates (which are used as a guide for pricing longer-term loans and leases) have
not. If short-term interest rates continue to rise, and if rates on our deposits and borrowings continue 10 reprice upwards faster than the rates an long-term loans
and leases and investments, we could expenence continued compression of our interest rate spread and net interest margin, which could have a negative effect
on our profitability. :

] N
We principally manage interest rate risk by managing the volume and mix of our earning assets and funding liabilities. In a changing interest rate environment, we
may not be able to manage this risk eftectlvely If we are unable to manage interest rate risk effectively, our business, financial condition and results of operations
could be materially harmed. )j \

Changes in the level of interest rates also may negatively affect our ability ta originate loans and leases, the value of our assets and our ability to realize gains from
the sale of our assets, all of which ultimately could affect our earnings.

Future expansion involves risks — In the future, we may acquire all or part of other financial institutions and we may establish de novo branch offices. There could
be considerable costs involved.in exeéuting our growth strategy. For instance, new branches generally require a period of time to generate sufficient revenues to
offset their costs, especially in areas |n which we do not have an established presence. Accordingly, any new branch expansion could be expected to negatively
impact earnings for some perlod of tlme untit the branch reaches certain economies of scale. Acquisitions and mergers involve a number of risks, including the risk
that:

* We may incur substantial costs |dennfymg and evaluating potential acquisitions and merger partners, or m evaluating new markets, hiring experienced local
managers, and opening new offlces

+ Our estimates and judgments used, to evaluate credit, operations, management, and market risks relanng to target institutions may not be accurate;

+ There may be substantial Iag-ume Igetween completing an acquisition or opening a new office and generating sufficient assets and deposits to support costs of
the expansion; ’

« We may not be able to fi nance an acqmsmon or the financing we obtam may have an adverse effect on our operating results or dilution of our existing
shareholders; l‘

+ The attention of our management i negotiating a transaction and integrating the operations and personnel of the combining businesses may be diverted from
our existing business; ;

3 ! ’ .
= Acquisitions typically involve the payment of a premium over book and market values and; therefore, some dilution of our tangible book value and net income
per common share may occur in connection with any future transaction; !

+
« We may enter new markets where We tack local experience;

« We may incur goodwill in connechon wnh an acquisition, or the goodwill we incur may become impaired, which results in adverse short-term effects on our
operating results; or '

» We may lose key employees and cli;entsA
|
!
Competition from other flnanCJal serwces providers could adversely impact our results of operations — The banking and financial services business is highly

competitive, We face competltlon in maklng loans and leases, attracting deposns and providing insurance, investment, trust, and other finandial services. Increased
competition in the banking and: fmancuat services businesses may reduce our market share, impair our growth or cause the prices we charge for our sefvices to
decline. Qur results of operations mayibe adversely impacted in future periods depending upon the level and nature of competition we encounter in cur various
rmarket areas. i \

We are dependent upon the services uf our management team — Qur future success and profitability is substantially dependent upon our management and the
banking abilities of our senior executwe;s We believe that our future results will also depend in part upon our ability to attract and retain highly skilled and qualified
management We are especnally dependent on a limited number of key management persennel, many of whom do not have employment agreements with us.
The loss of. the chief executive off icer and other senior management and key personnel could have a material adverse impact on our operations because other
officers may not have the expersence and expertise to readily replace these individuals. Many of these senior officers have primary contact with our clients and are
extremely impaortant in mamtamlng personahzed relationships with our client base. The unexpected loss of services of one or more of these key employees could
have a material adverse effect on our operatlons and possibly result in reduced revenues if we were unable to find suitable replacements promptly. Competition
for senior personnel is intense, and we may not be successful in attracting and retaining such personnel. Changes in key personnel and their responsibilities may be

disruptive to our businesses and'could have a material adverse effect on our businesses, financial condition, and results of operations.
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Technology security breaches could expose us to possible liability and damage our reputatlon -— Any compromise of our security also could deter our clients
from using our internet banking services that |nvolve ‘the transmnssron of confidential mformatron We rely on standard internet security systen?s to provide the
security and authentication necessary to effect secure ‘transmission of data. These precautrons may not protect our systems from compromises olr breaches of our

1
security measures that could result in damage to our reputation and business. b

Failure to successfully |mplement a project we have undertaken to replace the majorlty of our core and ancillary data processing systems, would negatively
impact our business — During 2006, we continued to work toward the rmplementauon of our new core system. Complete conversion is sloted for 2007. The
replacement of our core systems has wide-reaching impacts on our internal operations and business. We can provide no assurance that the amount of this
investment will not exceed our expectations and result in materrallly increased levels |of expense or asset impairment charges. There is no as'surance that this
initiative will achieve the expected cost savings or result in a positive Ireturn on our mvestment Additionally, if our new core system does not operate as intended, or
is not implemented as planned, there could be d|5rupttons in our business which could adversely affect our financial condmon and results of operations.

We are subject to credit risks relating to our loan and iease portfolros ~— We have certain lending policies and procedures in place that are designed to optimize
loan and lease income within an acceptable level of risk. Our management reviews and approves these policies and procedures on a regular basrs A reporting
system supplements the review process by providing our manager'nent with frequent] reports related to loan and lease production, loan qUallty concentratons
of credit, loan and lease delinquencies, and nonperforming and potentral problem loans and leases. Diversification in the loan and lease portfalios is a means of
managrng risk associated with fluctuations and economic conditions.

We maintain an independent loan review department that revrews anc! validates the credit risk program on a periodic basis. Results of these rev |ews are presented
to our management. The loan and lease review process complernents and reinforces the risk identification and assessment decisions made by lenders and credit
personnel, as well as our policies and procedures.

In the flnancral services industry, there is always a risk that certain borrowers may not re!pay borrowings. Our reserve for loan and lease losses ntay not be sufficient
to cover the loan and lease losses that we may actually ireur. If we experience defaults by borrowers in any of our businesses, our earnings could be negatively
affected. Changes in local economic conditions could adversely affect credit quality, partrcularly in our local business loan and lease portfolio. Lhanges in natiznal
economic conditions could also adversely affect the quality of our loan and lease portfolro and negate, 1o some extent, the benefits of national diversification through
our Spedialty Finance Group's portfolio. !

Commeercial and commercial real estate loans generally involve hrgher credit risks than residential real estate and consumer loans. Because paymenfs on loans
secured by commercial real estate or equipment are often dependent upon the successful operation and management of the underlying assets, repayment of such
loans may be influenced to a great extent by conditions in the market or the economy We seek to minimize these risks through our underwrmng standards We
obtain financial information and perfarm credit risk analysis on our customers Credit criteria may include, but are not fimited to, assessments of i |ncome cash flows,
and net worth; asset ownership; bank and trade credit reference; dledit bureau report'and operational history.

Commercial real estate or equipment loans are underwritten after evaluating and undlerstalnding the borrower's ability to operate profitably and generate potitive
cash flows. Qur management examines current and projected cash flows of the borrower to determine the ability ‘of the borrower to repay therr obligations as
agreed. Underwriting standards are designed to promote relatlonshrp banking rather than transactional banking. Most commercial and industrial Ioans are secured
by the assets being financed or other business assets; however, some loans may be made on an unsecured basis. Our credit policy sets different mammum exposure
limits both by business sector and our current and histarical relat10n5h|p and previous Iexpenence with each customer. '

We offer both fixed-rate and adjustable-rate consumer mortgage|loans secured by propertles substantially all of which are located in our primary market area.
Adjustable-rate mortgage ioans help reduce our exposure to changes in‘interest rates however, during periods of rising interest rates, the‘nsk of default on
adjustable-rate mortgage loans may increase as a result of repncmg and the tncrelased payments required from the borrower. Additionzlly, most residential

mortgages are sold into the secondary market 'and sarviced by our, mortgage subsidiary, Trustcorp. X

Consumer loans are primarily aIl other non- real estate loans to individuals in our regional market area. Consumer Ioans can entail risk, particularly in the case of
loans that are unsecured or secured by rapidly depreciating assefs' In these cases, an{; repossessed collateral may not provide an adequate sodrce of repayiment
of the outstanding loan balance. The remaining deficiency often does not warrant further substantial collection efforts against the berrower beyond obtainng a
deficiency judgment. In addition, consumer loan collections are dependent on the borrower’s continuing financial stability, and thus are more Lk =fy 10 be adversely
affected by job loss, divorce, illness, or personal bankruptcy. .

The st Source Specialty Flnance Group loan and lease portfolio consrsts of comrnercnal Ioans and leases secured by construction and transportanon equipment,
including aircraft, autos, trucks, and vans. Finance receivables for this Group generally provide for monthly payments and may include prepayment penalty
provisions.

Our construction and transportation related businesses could be adversely affected by slow downs in the economy. Clients who rely on the utie of assets financed
through the Specialty Finance Group to produce income could be neganvefy affected'and we could experience substantial loan and lease Iosses By the nature of
the businesses these dlients operate in, we could be adversely affected by continued raprd increases of fuel costs. S|nce some of the relationshi ps in these industries
are large (up to $15 million), a slow down could have a srgnrfrcant'adverse impact on ‘our performance :

Our construction and transportation related businesses could be adversely impacted- by the negative effects caused by high fuel costs, terronst attacks, potential
attacks and other destabilizing events. These factors could contrlbute tothe detenoranon of the quality of our loan and lease portfolio, as they co 1ld have a negative
impact on the travel sensitive businesses for which our specialty finance businesses provrde financing.

In addition, our leasing and equipment financing activity is subject to the risk of cyclical downturns industry concentration and clumping, and other, adverse ecanomic
developments affecting these industries and markets. This area of Iendrng with transportatron in particular, is dependent upon general econorn:c conditions and the
strength of the travel, construction, and transportatron industries.

ITEM 1B. UNRESOLVED S‘TAFII-' COMMENTS.

|
¢

None
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! | ' ITEM 2. PROPERTIES.

Our headquarters building is !ocated]m downtown South Bend. In 1982; the land was leased from the City of South Bend on a 49-year lease, with a 50-year
renewal option. The building is part of a larger complex, including a 300-room hote! and a S00-car parking garage. Also, in 1982, we sold the building and entered

into a leaseback agreement thh the purchaser for a term of 30 years, The building is a structure of approximately 160,000 square feet, with 1st Source and our
subsidiaries occupying appromrnately [70% of the available office space and approximately 30% stibleased to unrelated tenants.

At December 31, 2006, we a[so owned property andfor buildings on which 46 of the Bank subsidiary’s 67 banking centers were located, including the facilities in
Allen, Elkhart, Fulton, Huntmgton Kosausko LaPorte, Marshall, Porter, St. Joseph, Starke, and Wells Counties in the State of Indiana and Berrien and Cass Counties
in the State of Michigan, as well as an operations center, training facility, warehouse, and our former headquarters building, which is utilized for additional business
operations. The Bank leases addmonal property and/or buildings to and from third parties under lease agreements negotiated at arms-length.

:' ! ITEM 3. LEGAL PROCEEDINGS.

1st Source and our sub5|d|anes are |nv0Ived in various Iegal proceedings incidental to the conduct of our businesses. Our management does not expect that the
outcome of any such proceedmgs will, have a material adverse effect on our consolidated financial position or results 01 operations.
. ' | . '

i I{'EM 4. SUBMISSION OF MATTERS TO A VOTE OF SECURITY HOLDERS.

None

| | : - PART Il

ITEM 5. MARKET FOR REGISTRANT'S COMMON EQUITY, RELATED STOCI(HOLDER MATTERS AND
- ISSUER PURCHASES OF EQUITY SECURITIES. ,

Our common stock is traded on 'the Nasdaq Global Select Market under the symbol “SRCE.” The following table sets forth for each quarter the high and low sales
prices for our common stock, as reported by Nasdaq. and the cash dividends paid per share for each quarter.,
| 2006 Sales Price Cash Dividends ' 2005 Sales Price ©  ~ Cash Dividends

Common Stock Prices” (quarter: ended) High Low Paid High Low Paid
March 37 ]l‘ ', $27.26 $22.64 §$.127 $2349 $1854 $.109
June 30 : , 30.81 24.68 A27 21.64 17.65 109
September 30 l 3133 28.46 140 0 - 2354 20.06 109

. December 31 | . 3346 29.08 140 ‘ L 2372 19.02 118

As of Decemnber 31, 2006, there were 1 037 holders of record of 1st Source common stock
* The computation of per common share data gwes retroactive recognition to a 10% stock dividend declared July 27, 2006.

1

COMPARISON OF FIVE YEAR CUMULATIVE TOTAL RETURN’

Among 1st Source, NASDAQ Market Index™ and Peer Group Index™

[ a =13t Source = ~ NASDAQ Index = =& ~ Peer Group

5

i e T R e kA e = e

g

2001 2002 2003 2004 2005 2005

-]

* Assumes $100 invested on December 21, 2001, in 1st Source Corporation common stock, Nasdag market index, énd peer group index.

* The NASDAQ Market Index is calculated using all companies which trade on the Nasdag National Market System or on the NASD Supplemental Listing. It inctudes both
domestic and foreign compan:es

" The peer group is a market—capitallzatic?}n-weighted stock index of 62 banking companies in Indiana, Michigan, Ohio, and Wisconsin.
b P
NOTE: Total return assumes reinvestment Iof dividends.

l | ) . 1
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The following table summarizes our share repurchase activity during the three months énded December 31, 2006.

Total Number of

Issuer Purchases of Equrty Securities

Average Rrice

' Total Number of

§§hares Purchased as
Part of Publicly Announced

Maximum Number {or Approxrmate

Dollar Value) of Shares that
may yet be Purchased Under

Period Shares Purchased Paid Per Share fPIans or Programs’ the Plans or Proérams
October 01 - 31, 2006 - s L ! - 954,796
Novernber 01 - 30, 2006 5571 30.80 ' " 5,571 ; 949,225
December 01 - 31, 2006 536 3147 . 536 948,639

*1st Source maintains a stock repurchase plan that was authorized by the Board of Directors on April 27, 2006. Under the terms of the plan, 1st Source may repurchase
up to 1,025,248 shares of its common stock when favorable conditions exist on the open:market or through private transactrons at various prices from time to time.

Since the inception of the plan, 1st Source has repurchased a total of,

Federal laws and regulations contain restnctrons on the ability of 1

76,559 shares. |

]

st Source and the Bank to pay dividends. For information regarding restrictions on diwdends

see Part |, ltem 1, Business - Regulation and Supervision - Dlvrdends and Part Il ltem 8, Financial Statements and Supplementary Data - Note 0 of the Notes to

Consolidated Financial Statements.
, :
[TEM 6. SELECTED FINANCIAL DATA.

The following selected financial data should be read in conjunction with our Consolidated Financial Statements and the accompanying notes presented elsewhere
herain. . ;
{Dollars in thousands, except per share amounts) 2006 2005 2004 2003 2002
Interest income _ $ 208,994 $ 168532 $ 151437, $ 162322 $ 199503
Interest expense 102,561 70,104 52,749 .59,070 80,817
Net interest income 106,433 98,428 98,688. 103,252 118,685
{Recovery of) provision for loan and lease Iosses (2,736) | {5,855) 229 17,361 39,657
Net interest income after (recovery of) provrsmn for | .

loan and lease losses 109,169 104,283 98,459/ 85.891 79,029
Noninterest income 76,585 68 533 62,733; 80,196 73,117
Noninterest expense 126,211 1‘23 439 127,091 138,904 140,741
{income before income taxes 5?9,543 49,377 34,101 27,183 11,405
Income taxes 20,246 15,626 9,136 8,029 1,366
Net income : $ 39,207 $ !33751 $ 24965 $ 19154  |$ 10039
Assets at year-end S 3,8017,31 5 $ 3.5:1 1,277 $3,563715 $ 3,330,153 $3,407,468
Long-term debt and mandatorily redeemable : ’

securities at year-end 43,761 '|23,237 17,964 22,802 16,878
Shareholders’ equity at year-end 368,904 345,576 326,600 314,691 309,429
Basic net income per common share * . 1.74 1.48 1.10 0.83 044
Diluted net income per common share * 1.72 1_.46 1.08 0.82 043
Cash dividends per common share” ( 534 445 382 336 327
Dividend payout ratio 31.05% 3048 % 3537 % 4098 % 76.05 %
Return on average assets 111 % I 1.00% 0.75 % 0.59 % 0.29%
Return on average commaon equity ' 10.98 % 1012 % 781 % 6.12% 323%
Average common equity to average assets 10.07 % 989% 955 % 9.60 % 895 %
* The computation of per commgon share data givés retroactive recogﬁition toa 10% stoc'k; dividend declared July 27, 2006.

g .
ITEM 7. MANAGEMENT’S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND RESULTS OF OPERATION.

[
The purpose of this analysis is to provide the reader with |nformat|on relevant to understandrng and assessing our results of operations for each of the past three
years and financial condition for each of the past two years. In order to fully apprecrate this analysis the reader is encouraged to review the consolidated financial -

statements and statistical data presented in thls document.

FORWARD-LOOKING STATEMENTS

!
i

This report, including Management’s Discussion and Analysis of [Financial Condition and Results of Operations, contains forward- -looking statements. Forward-
looking statements include statements with respect to our belrefs plans, objectrves goals, expectations, anticipations, assurmnptions, esnmates intentions, and
future performance, and involve known and unknown risks, uncertalntles and other factors, which may be beyond our control, and WhICh may cause actual
results, performance or achievements to be materially different from future results, performance or achrevements expressed or implied by such forward- -looking

statements.
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All statements other than statements of historical fact are statements that could be forward-looking statements. Words such as "believe”, “contemplate”, “seek”,
“estimate”, “plan®, “project”, “anticipata”, “assurme”, “expect’, ‘intend”, “targeted”, “continue”, ‘remain”, “will’, “should”, “indicate”, *would”, “may" and other similar
expressions are intended to identify forward-lcoking statements but are not the exclusive means of identifying such statements. Forward-looking statements provide
current expectations or forecasts of future events and are not guarantees of future performance, nor should they be relied upon as representing management's
views as of any subsequent date The forward- -looking statements are based on our expectations and are subject to a number of risks and uncertainties.

All written or oral forward-loolgmg statements that are made by or attributable to us are expressly qualified in their entirety by this cautionary notice. We have no
obligation and do not undenake to update, revise, or correct any of the forward-looking statements after the date of this report, or after the respective dates on
which such statements othenmse are|made. We have expressed our expectations, beliefs, and projections in good faith and we believe they have a reasonable
basis. However, we make no assurances that our expectations, beliefs, or projections will be achieved or accomplished. These forward-looking statements may not
be realized due to a variety of factors, including, without limitation, the following:

+ Local, regional, national, andllnternauonal econemic conditions and the impact they may have on us and our clients and our assessment of that impact.

« Changes in the level of nonperformling assets and charge-offs.

« Changes in estimates of future cash reserve requirements based upon the periodic review thereof under relevant regulatory and accounting requirements

« The effects of and changes in trade:and monetary and fiscal policies and laws, including the interest rate policies of the Federal Reserve Board.

* Inflation, interest rate, securities market, and monetary fluctuations.

+ Political instability.

= Acts of war or terrorism. ;

+ Substantial increases in the cost of fue!

+ The timely development and‘acceplance of new products and services and percewed overall value of these products and services by others.

= Changes in consumer spending, borrowings, and savings habits. '

+ (Changes in the financial performanc'e and/or condition of our borrowers.

« Technological changes. * :

* Acquisitions and integration df acquired businesses.

* The ability to increase marke't shareland control expenses.

+ Changes in the competitive environr'nent among bank holding companies.

» The effect of changes in Iaws and regulauons {including laws and regulations concerning taxes, banking, securities, and insurance) with which we and our
subsidiaries must comply. ,

+ The effect of changes in accountmg policies and pract|ces and auditing requirements, as may be adopted by the regulatory agencies, as well as the Public
Company Accounting Over5|ght Board, the Financial Accounting Standards Board, and other accounting standard setters.

» Changes in our organization, compensanon and benefit plans.

+ The costs and effects of legal and regulatory developments including the resolution of legal proceedings or regulatory or other governmental inquires and the
results of regulatory examinations ol Feviews.

+ Greater than expected costs or dlfflclultles relaied to the integration of new products and lines of business.
« Our success at managing the risks described in ltem 1A. Risk Factors. ’
‘ {

EXECUTIVE SUMMARY

Our rmission is to help mdmduals 1nsntuuons businesses, and comimunities achieve security, build wealth, and realize their dreams. We accomplish our mission by
maintaining a high degree of integrity, offenng outstanding client service, attaining superior quality in everything we do, working as a team, and providing leadership
in the communities we serve.

We have established goals in our 2010 strategic plan which are being driven by six initiatives — develop our people. vitalize sales; roll out full services in ali markets;
open new markets; upgrade ourI core svsterns, and achieve superior financial performance.

In order to meet our 2010 ob;ecnves we have focused our staff development on recruiting, hiring, and retaining employees who share our core values of being
accessible and attentive to the needs cf our clients. To vitalize sales, we opened newly designed banking centers to give better service and more convenience to
our customers. We focused on small busmess clients and became the #1 SBA lender in Northern Indiana and Southwestern Michigan in 2006; and we piloted a
program of retail bankers who became| micro-lenders” serving the needs of small business clients. In Fort Wayne, we added private banking, agricultural and small
business banking, investment and asset management, and business banking to our service offerings. In our reta|| banking system, we added asset advisors to assist
our clients in investments and we opened a new banking center in our traditional rmarket.

In 2006, we also focused on opening m totally new markets. To gain new clients, we opened a facility in Kalamazoo which will initially focus on private banking and
small business clients; and have'hired Ieadershtp for our efforts in Lafayette, Indiana which will open in 2007. Additionally, we conducted significant analysis on
areas within our own markets ar,d acrolss the country to showcase opportunities where 1st Source might expand through de novo branching or acquisitions. Our
goal is to find acquisition partners that are culturally similar and possess significant market presence or have potential for improved profitability through financial
management, economies of scale, and expanded services. Consistent with our goal of growth market expansion, on February 18, 2007, we announced the
agreement and plan of merger with FINA Bancorp, Inc, the parent company of First National Bank, Valparaiso. Pending customary closing conditions, including
regulatory approval, we expect the merger to be completed in the second quarter of 2007. We believe this acquisition provides us with an opportunity to join two
strong local banks with similar values, history, and legacies. First National Bank, Valparaiso is located in the fastest growing area of our retail market and will serve
as a platform for future expansion. :

None of this can be accomplishéd wimfnut the proper infrastructure, We are in the process of replacing our core accounting and management systems that will
allow us to grow and expand by becomipg miore effective and efficient. A major portion of this will be installed during 2007.
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CRITICAL ACCOUNTING POLICIES j : !

Qur consolidated financial statements are prepared in accordance with U. 5. generailly accepted accounting principtes and follow general practsces within the
industries in which we operate. Application of these principles reqmres Our management to'make estimates or Judgments that affect the amounts reported in the
financial statements and accompanying notes. These estimates or Judgments reflect o:ur management’s view of the most appropriate manney |n which to record
and report our overall financial performance. Because these esUmates or judgments are based on current circumstances, they may change over time or prove
{0 be inaccurate based on actual experience. As such, changes in these estimates, judgments and/or assumptions may have a significant |mpact on our financial
statements. All accounting policies are |mportant and all policies descrlbed in Part I Item 8, Financial Statements and Supplementary Data, [Note A {(Note: A),
should be reviewed for a greater understanding of how our financial performance is recorded and reported. |

We have identified three palicies as being critical because they requsre our management to make particularly difficult, subjective, and/or complex estimates or
judgments about matters that are inherently uncertam and because of the likelihood that matenally different amaunts would be reported under dlﬁerent condilions
or using different assumptions. These palicies relate o the determlnatlon of the reserve for loan and lease fosses, the valuation of mortgage ,ervlcmg rights, and
the valuation of securities. Our management has used the best |nformatJon available to make the estimations or judgments necessary o valug |the related assets
and liabilities. Actual performance that differs from estimates or judgments and future changes in the key variables could change future vaIuanons and impact
net income. Qur management has reviewed the application of these policies with the Audlt Committee of the Board of Directors. A brief discussion of our critical
accountlng policies appears below. )

Reserve for Loan and Lease Losses — The reserve for loan and Iease losses represents our management's estlmate of probable losses mherent in the loan and
lease portfolio and the establishment of a reserve that is sufficient to absorb those Iosses In determining an adequate reserve, our management makes numerous
judgments, assumptions, and estimates based on continuous revaew of the loan and Iease portfolio, estimates of future client performance, collateral values, and
disposition, as well as historical loss rates and expected cash flows! In assessing these lfactors our management benefits from a lengthy orgamzattonal history and
experience with credit decisions and related outcomes. Nonetheless if our management s undertying assumptions prove to be inaccurate, the reserve for loan
and lease losses would have to be adjusted, Qur accounting poI:cy related to the reserve is disclosed in Note A under the heading “Reserve for Loan and Lease
Losses.” )

Mortgage Servicing Rights Valuation — We recognize as assets the rights to service|mortgage loans for others, known as mortgage servicing nghts whether the
servicing rights are acquired through purchases or through onglnated loans. Mortgage i;erwcmg rights do not trade in an active open market with readlly observable
market prices. Although sales of mortgage servrcung rights do oceur, the precise termsland conditions may not be readily available. As such, the ivalue of mortzage
sefvicing assets are established and valued using discounted cash] flow modeling techmques which require management to make estimates regardmg estimated
future net servicing cash flows, taking into consideration actual andI expected mortgage loan prepayment rates, discount rates, servicing costs, arltd other ecanomic
factors. The expected and actual rates of mortgage loan prepayments are the most 5|gn|f|cant factors driving the value of mortgage servicing assets Increases in
mortgage loan prepayments reduce estimated future net serwclng cash flows because the life of the underlying loan is reduced. In determlmng the fair value of
the mortgage servicing assets, mortgage interest rates (which are used to determine prepayment rates), and discount rates are held constant over the estimated
life of the portfolio. Expected mortgage loan prepayment rates are derived from a thlrd -party model and adjusted to reflect our actual prepayment experience.
Mortgage servicing assets are carried at the tower of the initial capstahzed amourt, net of accumulated amortization or fair value. The values of these assets are
sensitive to changes in the assumptions used and readily availablejmarket pricing does not exist The valuation of mortgage servicing assets is dlscussed further in
Note A under the heading "Mortgage Banking Activities.”

Valuation of Securities —Our available-for-sale security portfolio i is reported at fair value The fair value of a security is determined based on quoted market prices.
If quoted market prices are not available, fair value is determined based on quoted pr:lces of similar instrurmnents. Available—for-sale and held-to- matunty securities
are reviewed quarterly for possible other-than-temporary |mpa|rm|ent The review mcludes an analysis of the facts and circumstances of each mdrwdual investment
such as length of time the fair value has been below cost, the expectanon for that securlty s performance, the credlt worthiness of the issuer, and our intent and
ability to hold the security for a time necessary to recover the amortlzed cost A decllne in value that is considered to be other-than—temporary is recorded as
investment securities and other investment losses in the Consolidated Statements of 'lncome The valuation of securities is discussed further in Note A under the
heading “Securities.”

EARNINGS SUMMARY

Net income in 2006 was $39.30 million, up from $33.75 mrIIlon in 2005 and upfrom $24.97 million in 2004. We declared a 10% stock dividend on July
27, 2006; therefore, all share and per share information has been adjusted accordlngry Diluted net income per common share was $1.722 |n 2006, $1461in
2005, and $1.08 in 2004. Return on average total assets was 1 |1 1% in 2006 compared to 1.00% in 20065, and 0.75% in 2004. Return on average common
shareholders’ equity was 10.98% in 2006 versus 10.12%in 2005 and 7.81% in 2004.

Netincome in 2006 was favorably affected by a strong increase |n noninterest |nc0me that was primarily related to splld progress in growing cur leased equipment
portfolio during the year and positive market valuatlon adjustmenTs related to our |nvestments in venture partnerships. Net interest income |mproved 8.13% for
2006 over 2005, The improvement in net interest income was Idrrven primarily by =an increase in average earning assets; however, the htpher cost of denosits
greatly offset the increase in average earning assets. Noninterest expense increased moderately in 2006 as compared to 2005, Net income ine 2005 was favorably
affected by a recovery in the provision for loan and lease losses, |a reduction in Ioan|and lease collection and repossessmn expense, and decreased professional
fee expense. In addition, income from deposit fees increased and losses on investment securities decreased notably from 2005 and 2004. Equipment rental
incorne decreased and depreciation on leased equipment decreased accordingly in 2005 from 2004, We did not record any other-than-temporary impairment
on investment securities in 2006. Net income included $0.61 million and $4.78 million of other-than-temporary impairment on investment. securities, for 2005
and 2004, respectively. : ,

Dividends paid on common stock in 2006 amounted to $0.534per share, compared to $0.445 per share in 2005 and $0.382 per share;in 2004. The level

of earnings reinvested and dividend payouts are based on management’s assessment of future growth opportunities and the level of capital necessary to support
them.
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Upgrade of Core Systems — On December 1, 2005, 1st Source Bank, entered into a license and service agreement with Fiserv Solutions, Inc. (Fiserv), a
subsidiary of Fiserv, Inc. The agreement was an integral part of the decision we made to upgrade a majority of our core and ancillary data processing systems. We
expect the completion of core :system:s upgrade will increase the effectiveness and efficiency of our operations and facilitate future growth. We also expect that,

over time, this investment should be offset by elimination of current costs for ongoing support of the current technology platform.

Under the agreement, 1st Source and our affiliates are licensing integrated core technelogy and ancillary systems from Fiserv. The care techniology licensing
includes a loan system, deposn system general ledger system, and customer information file system. Fiserv is obligated to provide professional services for
installation of the technology and tralnlhg. and maintenance support services. The agreement provides an initial five year maintenance period to begin no later than
March 2007, The agreement prowdes for automatic renewal of the maintenance period, after the initial five year term, unless either party notifies the other of its
intent not to renew. We are subject to termination fees for early termination of the maintenance period. We expect the initial cost will be approximately $6.0 million
for the technology licenses, proftessmnal fees for installation and training, and hardware delivered under the Fiserv agreement,

During 2006, we worked to organize the various companents of this farge conversion effort. Numerous internal teams have been formed to manage the installation
and conversion of data and various systems Additionally, ATM networks, a voice response unit (VRU) system, and document imaging systems have been or are
being installed, We are relying on several third party vendors to integrate several systems, including internet banking and cash management. Our intent is to convert
independent systems, such as the legacy centralized information repository and document image systems, as they are ready. Our goal is to convert the core
systemns in 2007, Qur tlmeframe for conversron could be impacted by the delivery of systems from outside vendors, as welt as our own internal testing. We will
implement these new systems dnly when we are confident and certain of their successful conversion. We look forward to the implementation of new core systems
and their impact on the effectweness and efficiency of our operations and the increased functionality that will facilitate future growth. ;
Net Interest Income — Cur pr|mary source of earnings is net interest income, the difference between income on earning assets and the cost of funds supporting
those assets. Significant categorles of earnlng assets are loans and securities while deposits and borrowings represent the major portion of interest-bearing liabilities.
For purposes of the following di |scu55|on, comparison of net interest income is done on a tax equivalent basis, wh|ch provides a common basis for comparing yields
on earning assets exempt from federal |ncome taxes 1o those which are fully taxable.

Net interest margin (the ratio of net lnterest :ncome to average earning assets) is affected by movements in interest rates and changes in the mix of earning assets
and the liabilities that fund those asseta Net interest margin on a fully taxable equivalent basis was 3.29% in 2006 compared to 3.21% in 2005, and 3.25%
in 2004. Our focus on loan and lease portfollo credit quality coupled with increased competition for deposits across all markets offset efforts to improve the net
interest margin resulting in nomTaI changes in our net interest margin for the past three years.

Net interest income was $106.43 mllllon for 2006, compared to $98.43 million for 2005. Tax-equivatent net |nterest income totaled $108.98 million for 2006, -

anincrease of $7.88 million from the $101 10 million reported for 2005. The increase reflects a $5.97 miillion increase due to 1ncreased volume and a $1.91
million in¢crease due o rate changes on the underlying assets and liabilities.

During 2006, average earning assets mcreased $162.87 million while average interest-bearing liabilities increased $189.66 million over the comparable period.
The yield on average earning assets mcreased 95 basis points to 6.38% for- 2006 from 5.43% for 2005. The rate earned on assets was positively impacted by
the continued increases in short- term market interest rates throughout 2005 and the first two quarters of 2006. Total cost of average interest-bearing liabilities
increased 98 basis points dunng 2006 as liabilities were also affected by increases in short-term market interest rates. The result was a decrease of three basis
points to netinterest spread, or the dlfference between interest income on earning assets and expense on |nterest—bear|ng liabilities. Qur tax-equwalent net interest
margin of 3.29% for 2006 was a moderate increase from 3.21% in 2005,

The largest contributor o the i |ncrease |n the yield on average earning assets in 2006, on a volume-weighted basis, was the $217.53 million increase in net Ioans
and leases. The loan and lease por‘tfollo contributed approximately $34.83 million to the change in interest lncome while the portfolio’s average yield |ncreased
84 basis points from the prior year 10 6. 94%

During 2006, the tax-equivalent. yreld on securities available for sale increased 103 basis points to 4.23% while the average balance decreased $58.51 million.
Although the portfolio decreased through the year, the average tax-equivalent yield increased due to the addition of higher-rate securities and the maturities of
lower-rate securities. Funds received from the maturities, calls, and sales of investment securities helped fund loan growth.

Average interest-bearing deposits: increzsed $200.42 million during 2006 while the effective rate paid an those deposits increased 98 basis points. The increase
in the average cost of interest-bean‘ng deposits was primarily the result of increases in interest rates offered on depaosit products due to increases in short-term
market interest rates and increased competition for deposits across all markets,

Average demand deposits decreased $40 27 million during 2006. Much of the decline was attributed to fact that clients preferred the interest provided on fixed-
term Certificates on Deposit over the Ilqmdrty provided by noninterest bearing deposit accounts and low interest bearing savings accounts.

Average short-term borrowings decreased $29.45 million during 2006; however, the effective rate paid increased 122 basis points. Average subordinated notes
which represent our trust preferred bor‘rowmgs remained unchanged from 2005 to 2006 while the effective rate increased 53 basis points. Interest paid on
short-term and trust preferred borrowmus increased due to the interest rate increase in adjustable rate borrowmgs Average long-term debt increased $18.68
mitlion during 2006 as the effectJve rate declined 32 basis points. The majority of the increase in long-term debt was made up of Federal Home Loan Bank (FHLB}
borrowings.

The following table provides an anelysrs df net interest income and |Ilustrates interest income earned and interest expense charged for each major component of
interest earning assets and the interest bearing liabilities. Yields/rates are computed on a tax-equivalent basis, using a 35% rate. Nonaccrual loans and leases are
included in the average loan and lease balance outstanding.

| .

I
|
¥
v
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2006 S 2008 B} 2004
Interest : ' Interest : Inlgrest
.o Average Income/  Yield/ Avereége Income/  Yield/ | Average |HCPITIEJ' Yield/
{Dollars in thousands) Balance Expense |Rate Balance ' Expense Rate Balance Expense Rate
ASSETS B
Investment securities: 7 1 ‘ '
Taxable S 470447 5 19816 (4.21% % 51 5.392 3 14777 286% $ 590786 % 16,361 277 %
Tax-exempt 173,652 746 |4.27 186614, 7682 412 171,600 7502 437
Mortgages held for sale 53,034 3,549 |6.69 82,174 ! 4,779 582 69,964 ?3,868 553
Net loans and leases 2,566,217 178,125 |6.94 2,348,690 ; 143,295 6.10 ! 2,240,055 125,469 560
Other investrments 51,754 2,632 |5.09 18,765 666 355 49,585 i952 1492
Total earning assets 3,315,104 211,538 |6.38 31 52,.’:235 1 171,199 543 3,121,990 1 554',] 52 494
Cash and due from banks 78,365 84517 81,334 I
Reserve for loan and : i '
lease losses (59.082) (61.072) ! (69,567)
Other assets 217,914 197,457 N 215,607
Total assets $3,552,301 $3,373,137° " $3349,364 J
l H
LIABILITIES AND . ’ ) ;
SHAREHOLDERS' EQUITY ‘ o
Interest bearing deposits $2,418,344 5 85,067 |352% $221 1,923 $ 56,341 254% $27105013 % 4 1,698 1.98 %
Short-term borrowings 265,824 11,011 | 4.14 295271 8628 292 405,192 6,079 1.50
Subordinated notes 59,022 4,320 | 7.32 59,022° 4,008 6.79 ‘ 57.198 3863 6.75
Long-term debt and ) ! _
mandatorily redeemable : :
securities 36,952 2,163 | 5.85 18270 1127 617 . 22921 1,109 484
Total interest bearing liabilities 2,780,142 102,561 3.69 2,590.;48(:3i 70,104 271 2,590,324 5'2,749 204
Noninterest bearing deposits 352,204 3921475, . 384157
Other liabilities 62,196 56,553 , 55,146
Shareholders’ equity 357,759 333623 ' 319,737
Total liabilities and , B ‘
shareholders’ equity $3,552,30 $3,373,137 i $3349364
Net interest income $108,977 | |, $101,095 $101,403
Met interest margin on a tax [ .
equivalent basis : 3.29% |t 321% 325%
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The change in interest due to both rate énd volume has been allacated to volume and rate changes in proportion to the relationship of the absolute dollar amounts of
the change in each. The following table shows changes in tax equivalent interest earned and interest paid, resulting from changes in volurne and changes in rates:
¥ ,

' ‘ Increase {Decrease) due to
{Dollars in thousands) ! : : Volume Rate Net «

2006 compared to 2005 |
Interest earned'on: :
Investent securities: . ) )
Taxable ' 5 (1,169) 5 6,208 S 5,039
Tax-exempt : (568) 302 (266)
Morigages held for sale . ' . (2,143) 913 (1,230)
Net loans and leases ; . . 14,009 _ 20,821 34,830
Other investments ' . . ) 1,576 390 1,966
Total earning assets : " $11,705 528,634 - 540,339
Interest paid on: l ' ;
Interest bearing deposits $ 5,395 $23,331 $28,726
Short-term borrowings ; , (747} ’ 3,130 ] 2,383
Subordinated notes : ‘ - 312 312
Long-term debt and mandatonly redeemable securities 1,09 (55) 1,036
Total interest bearing Ilabllmes ! ' $ 5,739 526,718 532,457
Net interest income ! | $ 5,966 $ 1,916 $ 7,882
2005 compared to 2004 S
Interest earned on: i v
Investment securities: :
Taxable _ . . $ (2139) $ 555 $ (1,584)
Tax-exempt’ : ; ' 534 (354) 180
Mortgages held for sale \ 700 211 911
Net loans and leases o : 6,273 . 11,553 17,826
Other investments ) 781 (1,067} (286}
Totat earning assets . | . . . $ 6149 $10,898 $17.047
Interest paid on: ‘ ' .
Interest bearing deposits $ 2323 $12320 $14,643
Short-term borrowings . X (1,020) 3,569 2,549
Subordinated notes , ’ 122 . 23 145
Long-term debt and mandatorily redeemable securities " (51) 69 18
Total interest bearing liabilities i $ 1,374 $15,981 $17.355
Net interest income ﬁ i $ 4775 $ (5.083) $ (308)

. f I
Noninterest Income — Noninter;est income for the most recent three years ended December 31 was as follows:

(Dollars in thousands) - ‘ . 2006 2005 2004

Noninterest income: | : ‘
Trust fees . | $13,806 $12,877 $12.361
Service charges' on deposit accounts ' 19,040 17,775 16,228
Mortgage banking income | i 11,637 10,868 .~ 9553
Insurance commissions | 4,574 4,133 3,695
Equipment rental income E : 18,972 16,067 18,856
Other income ' ' 6,554 6,463 6,759
Investment secuntles and other lnvesunent gains (losses) 2,002 350 (4,719}

Total noninterest i lncome ! | . $76,585 $68533 $62,733

I |
Noninterest income increased 11; 75% m 2006 over 2005 mainly due to increases in-the operating lease portfolio that resulted in increased equipment rental
income; market valuation adjustmems that resulted in gains on venture partnership investrments; growth in assets under management and an increase in IRA
custedian revenue;that resulted |n mcreased trust fee income; and increased overdraft and NSF activity that resulted in increased service charges on deposit
accounts. Noninterest income |ncreased 9 25% in 2005 from 2004 mainly due to recoveries of mortgage serwcmg rights impairment, decreased charges for
other-than-temporary 1mpa|rment of securities, and market valuation adjustments resulting in gains on partnership investments.

Equipment rental income generated frorn operating leases grew by 18.08% during 2006 from 2005 compared to a decrease of 14.79% in 2005 from 2004.
Revenues from operating leases for construcuon equipment, various trucks, and other equipment increased as clients respanded positively to our strong marketing
efforts and entered into new lease agreemems over the course of 2006, Revenues for 2005 were negatively affected due to maturities of leases and revenues for
2004 were negatively affected as Clients opted 10 take advantage of the tax benefits available for purchases of equipment versus equipment rental.
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Investment securities and other investmenit gains totaled $2.00 rnrllron for the year er|1ded 2006 compared to $0.35 million for the year ended 2005. Favorable
market valuation adjustments on our venture partnership |nvestments during 2006 were the main factor contributing to the gains. Gains on venture capital
investments during 2005 were partially offset by other-than—temporary |mpa|rment of $0.61 milion for 2005. In 2004, investment :ecurmes and other
investment losses totaled $4.72 million, of this amount $4.58 mllllOl'I was comprised of other-than- -temporary impairment charges on inv estments in Federal
National Mortgage Association (FNMA) and the Federal Home Loan Mortgage Corporation {FHLMC) preferred stock. |

Service charges on deposit accounts increased 7.12% in 2006 from 2005 compared to an increase of 9.53% in 2005 from 2004. Growth in the number of
deposit accounts led to increased consumer NSF and overdraft fees !

Trust fees (which incCludes investment management fees, estate admlnrstrauon fees,l mutual fund fees, annuity fees, and fiduciary fees) |ncreased by 7.21% in
2006 from 2005 compared to an increase of 4.17% in 2005 over 2004, Trust feles are largely based on the size of client relationships and the market value
and mix of assets under management. The market value of trustlassets under management at December 31, 2006 and 2005, were $2. ‘)8 billion and $2.66
bitlion, respectively. At December 31, 2006, these trust assets were comprised of $1.49 billion of personal and agency trusts, $1.03 hillion of employee benefit
plan assets, $358.84 million of estate administration assets, and $98.56 million of custody assets. Growth in trust fees was mainly atmbuted to an increase in
assets under management coupled with a stronger stock and bond market in 2006 A weaker stock and bond market slowed the growth of trust fees in 2005
from 2004,

Mortgage banking income increased 7.08% in 2006 over 2005 compared to an |nicrease of 13.77% in 2005 from 2004. The increase in 2006 was primarity
due to $4.75 million, pre-tax gains on bulk sales of mortgage servicing rights related to both governmental and conventional loans that occurred duririg the
second and third quarters. The increase in 2005 was pnmarrlylthe result of a recovery of impairment on mortgage servicing assets of $2 27 million versus
impairment recoveries of $0.28 million during 2004. During 2006 and 2005, we determined that no permanent write-down was necessary for previously
recorded impairment on mortgage servicing assets. Mortgage producuon declined 17.96% during 2006 compared to 2005 as the Bank and Trustcorp, jointly,
produced $678.14 million in new mortgages — $103.00 rnllllon through the Bank; $126.89 million through Trustcorp; and $448.25 mlllron from whelesale
production sources. During 2005, the Bank and Trustcorp together produced $826. 63 million in new mortgages — $139.06 million through the Bark; $214.05
million through Trustcorp; and $473.52 million purchased from wholesale production Sources.

insurance commissions were up 10.67% in 2006 from 2005 compared to anincrease of 11 85% in 2005 from 2004 The increases for 2006 and 2005 were
rmainlty attributed to higher contingent commissions and new business sales growth, respecuvely

Other income remained relatively unchanged in 2006 as compared to 2005, compared to a decrease of 4.38% in '2005 from 2004. The decllrne in other income
during 2005 was primarily the result of lower standby letter of credit fee income whlch decreased by $0.17 million and miscellaneous fee income which decreased

by $0.31 million. . |

Noninterest Expense — Noninterest expense for the recent three years ended Deéember 31 was as follows:

(Dollars in thousands) ' ! 2006 2005 2004

Noninterest expense: i
Salaries and employee benefits | S 66,605 $ 69,767 $ 63,083
Net occupancy expense ‘ 7,492 7,749 7,196
Furniture and equipment expense | 12,316 11,418 10,290
Depreciation — leased equipment : 14,958 12,895 15,315
Professional fees : 3,998 3,362 6,563
Supplies and communications \ 5,496 5462 5708
Business development and marketing expense 4,008 3,630 3613
Intangible asset amortization ' 1,910 2,663 2,631
Loan and lease collection and repossession expense | : 704 (1,094) 4946
Other expense ' 8,724 7587 7,746

Total noninterest expense | $126,211 $123,439 l $127,001

f |

In 2006 we experienced an increase in noninterest expense of|2.25% from 2005 compared to a decrease of 2.87% in 2005 from 20(ml The leading factors
contributing to the increase in noninterest expense in 2006 were increased deprecua'uon expense on leased equipment, lower gains and valuatron adjustments on
repossessed assets, and higher professional fees. The increase |n'2006 was partially offset by decreases in salaries and employee benefits, nat 0CCUpancy expense,
and intangible asset ameortization. The dectine in noninterest expense in 2005 was mostly due to reduced professional fees, decreased llépreuauon on leased

equipment, and a decline in loan and fease collection and reposisessmn expenses, !

Total sataries and employee benefits decreased 4.53% in 2006 from 2005, followmg a 10 60% increase in 2005 from 2004.

Employee salaries decreased 5.56% in 2006 compared to an |r1crease of 7.65%i |n 2005. The decrease in salaries in 2006 was primarily due to the first quarter
2006 reversal of previously recognized stock-based compensatron expense under historical accounting methods related to the estrmcted forfeiture of stock
awards. This one-time expense reversal, combined with the adoptron of Statement of Finangial Accounting Standards No. 123(R}, Share-based Payment, (SFAS
No. 123(R)} estimated forfeiture accounting requirements, resulted in a reductionii in ' stock-based compensation of $2.07 million, pre-tax, for the year. The increase

i
in salaries in 2005 was primarily the result of merit-based and market-driven salary increases and increased commissions due to higher i msurance revenLes.

Employee benefits remained relatively stable in 2006, following'a 23. 70%ii increase in 2005. We were able to contain employee benefit co;ts during 2006 as our
group insurance costs for 2006 were maintained close to 2005 levels. r

|
Occupancy expense decreased 3.32% in 2006 from 2005, compared to a 7. 68% increase in 2005 from 2004. The decrease in 2006 was primarify driven
by lower depreciation expense than that experienced in 2005. The increase in 2095 was primarily due to higher leasehold improvements and repair of premises
expenses. :

1
I
¥
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Furniture and equipment expense. including depreciation, increased in 2006 over 2005 by 7.86%, compared to a 10.96% increase in 2005 from 2004. Higher
software costs which were mostly related to implementation of upgrades to our core accounting and management systems, and higher debit card transaction
expanse were the srgnnffcant factors contlnbutmg to the increased costs in 2006. The leading causes for the increase in 2005 were increased third-party processing
charges and desktop computer upgrades

Depreciation on equipment owned undr,r operating leases increased 16.00% in 2006 from 2005, following a 15.80% decrease in 2005 from 2004. in 2006,
deprediation on equipment owned under operating leases increased in conjunction with the increase in equipment rental income as some of our clients opted
to enter into new lease. arrangements rather than purchase equipment. Conversely, during 2005, depreciation on operating leases declined in conjunction with
the decline in noninterest mcome from equnpment owned under operating leases due to maturities in the operating lease portfolio and clients who opted to take
advantage of the tax benefits avaﬂable for purchases of equipment versus equipment rental during 2004.

Professional fees increased 18. 92% in 7006 from 2005, compared to a 48. 77% decrease in 2005 from 2004. The majority of the increase in 2006 was due
to higher legal fees and audit and examlnanon fees which were mainly incurred in the normal course of business. The decrease in 2005 was mainly due to the
settlement, during the fourth quarter of 2004 of the lawsuit described in the 2003 Form 10-K ltem 3, Legal Proceedings and a reduction in the associated legal
fees. ' 1 .

Supplies and communications exf)ense riamained relatively unchanged in 2006 as compared to 2005. Supplies and communications expense decreased 4.31%
in 2005 from 2004. The decrease in 2005 was pnrnarlly due to lower charges for postage and freight and telephone service.

Business development and marketmg ey ‘pense |ncreased 10.41% in 2006 from 2005, The increase in 2006 was mainly due to robust marketing refated to the
opening of new branches and expansron of our business into the Katamazoo area. Busmess development and marketrng expense remained relatively steady for
the year 2005 as compared to 2004. i :

Intangible asset amortization decreased 28.28% in 2006 from 2005 compared to a 1.22% increase in 2005 from 2004. The decrease in intangible asset
amortization for 2006 was pnmanly due to the effects of the complete amortization of assets associated with acquisitions which occurred during 2001. The
increase in 2005 was due to arnomzatJon refated to an insurance agency acquisition made during the year.

Loan and lease collecuon and repossesglon expenses increased 164.35% (or $1.80 million) in 2006 as compared to 2005. Loan and lease collection and
repossession expenses decreased 122.12% (or $6.04 million) in 2005 from 2004. The increase in 2006 was mainly due to lower gains on the disposition of
repossessed assets as we conunuéd 0 wgorously dispose of our inventory of repossessed assets. In 2005 and 2004, valuation adjustments on repossessed assets
continued to decrease along with a decrease in legal and collection expenses. From 2003 through 2005, we took back 72 aircraft in repossession and all of those
repossessed asrcraft had been dlsposed of as of December 31, 2006.

Other expenses increased 14. 99% in 2006 as compared to 2005. The increase was largely due to losses related to an employee defalcation and expenses
related to employee training and educatu:n and relocation. A decrease of 2.05% occurred in other expenses during 2005, compared to 2004. Lower insurance
cost was the primary factor for the decllne for 2005,

Income Taxes — 1st Source recdgnized income tax expense in 2006 of $20.25 million, compared to $15.63 million in 2005, and $9.14 million in 2004. The
effective tax rate in 2006 was 34.00% compared 1o 31.65% in 2005, and 26.75% in 2004. The effective tax rate increased in 2006 due to a decrease in tax-
exempt interest in relation to taxabie |ncome For detailed analysis of 1st Source’s income taxes see Part I, ltem 8, Financial Statements and Supplementary Data
— Note N of the Notes to Consoludated Fmancral Statements.

3

FINANCIAL CONDITION

Loan and Lease Portfolio — The followrng table shows 1st Source's loan and lease distribution at the end of each of the last five years as of December 31:
(Doflars in thwsands) g : 2006 2005 2004, , 2003 2002
Commercial and agricultural loansf ! '$ 478,310 $ 453197 $ 425018 $ 402505 $ 428367
Autto, light truck and environmental equipment 317,604 310,786 263,637 269,490 247,883
Medium and heavy duty truck | : 341,744 302137 267,834 221562 197,312
Aircraft financing i : 498,914 459,645 444481 489,155 323,802
Construction equipment ﬁnancing; 305,976 224230 196,516 219,562 303,126
Loans secured by real estate k ! 632,283 601,077 583,437 533,749 567,950
Consumer loans ‘ : 127,706 112,359 99,245 94,577 111,012
Total loans and leases v $ 2,702,537 $2,463,431 $2,280,168 $2,231,000 $2,179.452

At December 31, 2006, 16.9% and'12.6% of total loans and leases were concentrated with borrowers in trucking and truck leasing and construction end users, respectively.
! ! ) ‘
: |

Average loans and leases, net of unearned discount, increased 9.26% and 4.85% in 2006 and 2005, respectively. Loans and leases, net of unearned discount, at

December 31, 2006 were $2. 70 b:lllon'and were 70.98% of total assets, compared to $2.46 billion and 70.16% of total assets at December 31, 2005,

Commercial and agncultural Iendmg. excludmg those loans secured by real estate, increased 5.54% in 2006 over 2005. Commercial and agricultural lending
outstandings were $478.31 million and $453.20 million at Decemnber 31, 2006 and December 31, 2005, respectively. This increase was mainly due to
increased sales activity within the commercial loan and small business loan areas coupled with improved market conditions and market expansion.

Loans secured by real estate increased 5.19% during 2006 over 2005. Loans secured by real estate outstanding at December 31, 2006, were $632.28
million and $601.08 million at Delcembe:r 31, 2005. The primary focus of this lending area is commercial real estate ($412.52 million at December 31, 2006,
the majority of which is owner occupied) and residential mortgage lending ($219.76 million at December 31, 2006} in the regional market area. This increase
was mostly due to business clients’ continued investment in real estate for expansion or relocation of their commercial facifities and our ability to meet those
funding needs.
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Auto, light truck, and environmental equipment financing increased 2.19% in 2006 aver 2005. At December 31, 2006, auto, light truck!and environmental
equipment financing had outstandings of $317.60 million and $310.79 million at December 31, 2005. Environmental equipment financing |ncreased 2107%in
2006 aver 2005, most of this increase was in the municipal equipment lease porrfollo as a result of focused sales activity. Auto and light truck flnancmg decreased
4.93% at December 31, 2006 compared to December 31, 2005, mainly due to car rental companies reducing their inventaries during the,off-season in order
to avoid higher interest costs. . |

Medium and heavy duty truck loans and leases experienced growth of $39.61 million, or an increase of 13.11%, in 2006. Mediumn and heavy duty truck financing
at December 31, 2006 and 2005, had outstandings of $341.74 million and $302 14 million, respectively. Most of the increase at December 31, 2006 from
December 31, 2005 can be attributed to cliénts’ making proactive decisions to contain their future costs by completing purchases of 2007 new tractor needs in
2006. Most of our clients were affected by a new regulatory standard which mandated that, effective January 1, 2007, all Class 8 diesel triicks produced have
emission compliant engines. This requirement will increase the cost of each vehicle approxrmately $6.000 to $9,000.

Aircraft financing at year-end 2006 increased 8.54% from year-end 2005. Alrcraft flnancmg at December 31, 2006 and 2005, had outstandings of $498.91
million and $459.65 million, respectively. The increase in 2006 was primarily due to rigorous marketing efforts and a strong focus on sales.

Censtruction equipment financing increased 36.46% in 2006 over 2005. Constructlon equipment financing at December 31, 20086, had outstandings of
$305.98 million, compared to outstandings of $224.23 million at December 31, 2005 The increase at December 31, 2006 from December 31, 2005 was
mainly the result of continued strong commercial, industrial, and non-residential buﬂdlng industries, as well as, substantial Federal, state and local funding for
roads, bridges, and general transportation projects upon which our client base rel|es for business. During 2006, we added two new sales territories which further
enhanced growth in this portfolio. \

Consumer loans increased 13.66% in 2006 aver 2005, Consumer loans outstandmg at December 31, 2006, were $127.71 million and $112.36 million at

December 31, 2005. Successful marketing to new and established clients was the maln factor in the increase. i

The following table shows the maturities of loans and leases in the categories of commercral and agriculture, auto, light truck and envir dnmental equipment,
medium and heavy duty truck, aircraft and construction equipment outstanding as'of December 31, 2006. The amounts due after one )ear are also classified
according to the sensitivity to changes in interest rates. !

{Doflars in thousands) 0-1 Year | 1-5 Years Qver 5 Years | Total

Commercial and agricultural loans $ 274867 [ . % 183103 $ 20,340 l $ 473310
Auto, light truck and environmental equipment 145,567 | 166,002 6,035 ! 317,604
Medium and heavy duty truck 100,896 i 231,197 9,651 I 341,744
Aircraft financing 111,769 oo 348,080 39,065 498,914
Construction equipment financing 89,991 | 212,473 3,512 I 305,976
Total 5 723,090 ! $ 1,140,855 S 78,603 l $ 1,942,548
Rate Sensitivity (Doflars in thousands) | Fixed Rate Variable Rate J Tetal

1-5 Years ! $ 840,995 $20980 | $1,140855
Over 5 Years | 35,752 42851 | 78,603
Total i $ 876,747 $ 342,711 | $ 1,219,458

L N l ) ]
Most of the Bank's residential mortgages are sold into the secondary market and serwced by our mortgage subsidiary, Trustcorp Mortgage Company (Trustcorp).
Mortgage loans held for sale were $50.16 million at December 31, 2006 and were $67.22 million at December 31, 2005.

CREDIT EXPERIENCE |

Reserve for Loan and Lease Losses — Qur reserve for loan and lease losses is provgded for by direct charges to operations. Losses an loans arlzd leases are charged
against the reserve and likewise, recoveries during the period for prior losses are cred ited to the reserve. Our management evaluates the adequacy of the reserve
quarterly, reviewing all loans and leases over a fixed—dollar amount {$ 100,000) where the internal credit rating is at or below a predetermlned classification, actual
and anticipated loss experience, current economic events in specific industries, and other pertinent factors including general economic condmons Determination of
the reserve is inherently subjective as it requires significant estimates, including the' ‘amounts and timing of expected future cash flows or fair value of collateral on
collateral-dependent impaired feans and leases, estimated losses on pools of homogeneous loans and leases based on historical [oss expenence and considleration
of economic trends, all of which may be susceptible to significant and unforeseen changes We review the status of the loan and lease portfoho fo identify borrowers
that might develop financial problems in order to aid borrowers in the handling of their accounts and to mitigate Iosses. See Part [}, Item 8, Fmancual Staternents
and Supplementary Data — Note A of the Notes to Consolidated Financial Statemnlents for additional information on management's evaluation of the adequacy of

the reserve for loan and lease losses.

\
The reserve for loan and lease losses at December 31 2006 totaled $58.80 m|lI:on and was 2.18% of foans and leases, compared to $& 8.70 million or 2.38%
of loans and leases at December 31, 2005 and $63.67 million or 2.79% of Ioans and leases at December 31, 2004. It is our opinion that the reserve for loan
and lease losses was adequate to absorb losses inherent in the loan and lease porticlio as of December 31, 2006.
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The recovery of provision for loan and lease losses was $2.74 million and $5.86 million for 2006 and 2005, respectively, compared to the provision for loan and
lease losses of $0.23 million in 2004. The recovery of the provision for 2006 and 2005 was consistent with our improved credlt quality of the foan and lease

portfolio. » i

! [

The following table summarizes our Ioar{ and lease loss experience for each of the last five years ended December 31:

(Dollars in thousands) L 2006 2005 2004 . 2003 2002
Amounts of loans and leases cuhstand'ing ) .
at end of period b $2,702,537 $2,463431 ' $2,280,168 $2231,000  $2,179.452
Average amount of net loans and leases outstanding '
during period j | $2,566,217 $2,348,690 $2,240,055 $2,091,004 $2,332,992
Bafance of reserve for loan and fease logses
at beginning of period ¥ i $ 58,697 $ 63672 $ 70045 $ 59218 $ 57624
Charge-offs:  ° - ‘ ’
Commercial and agricuttural loans : _ 1,038 1.478 6,104 1.187 2,376
Auto, light truck and enwronmental equipment 340 630 2,408 2,789 6,380
Medium and heavy duty truck b i - 15 352 69 771
Aircraft financing . : 1,126 2424 3,585 6,877 27401
Construction equipment ftnancmg 118 - 686 4,712 2,326
. Loans secured by real estate : 129 167 456 344 340
Consumer loans ! ; 1,203 858 ‘1,090 1,560 2,127
Total charge-offs P ' 3,954 5,572 14,681 17,538 41,721
Recoveries: ? : ' ‘x
Commerdal and agricuttural loans © 1,594 1,308 1,312 519 1,311
Auto, light truck'and environmental equupment 430 1.140 1,277 1.182 616
Medium and heavy duty truck I l . 59 174 . - 14 - -
Aircraft financing i X 3,612 2,255 4,460 1,698 759
Construction equipment financing 753 1,065 - 547 248 465
Loans secured by real estate ! ' 3 89 107 11 26
Consumer loans 316 421 362 523 481.
Total recoveries i | 6,795 6,452 8,079 4,181 3658
Net {recoveries) charge-offs ) ) (2,841) (880} 6,602 13,357 38,063
(Recoveries) provisions charged to operatlng expense (2,736) (5.855) 229 17,361 39.657
Reserves acquired in acquisitions : - Co- - 6,823 -
Balance at end of period | i $ 58,802 $ 58,697 $ 63672 .3 70045 $ 59218
Ratio of net (recoveries) charge-offs to average net : ' ,
loans and leases outstanding i {0.11)% (0.04)% 0.29% 064 % 163 %
N ;
Net {recoveries) charge-offs as a percentage of average loans and leases by portfolio type follow:
i 2006° 2005 2004 2003 2002
Commercial and agricultural loans : ' {0.12)% 0.04 % 114 % 0.16% - 023%
Auto, light truck and enwronmental equ:pmem {0.03) (0.17) 043 062 227
Medium and heavy duty truck : k (0.02) (0.06) 0.14 003 047
Aircraft financing -, (0.54) 0.04 (0.19) 1.73 6.40
Construction equipment financing (0.24) (0.51) 007 1.67 0.55
Loans secured by real estate @ : 0.02 001 006 006 0.05
Consumer loans \ -, 074 0.41 0.77 1.04 1.39
Total net (recoverles) charge-offs to average
portfolio loans and leases r . 0.11)% (0.04)% 029 % 064% 163%
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The reserve for loan and lease losses has been allocated according to the amount deemed necessary to provide for the estimated probable l0sses that have: been
incurred within the categories of loans and feases set forth in the table below. The amount of such companents of the reserve at December 31 and the ratio of such
loan and lease categories to total outstanding tean and lease balances, are as follows {for purposes of this analysis, auto, light truck and environmental equipment
and medium and heavy duty truck loans and leases have been consolidated into the category truck and automobile financing):

2006 2005 i 2004 2003 b 2002
Percent of Percent of Percent of Percent of ‘ Percent of
Loans and Loans and Loans and Loans and ! Loans and
Leases Leases Leases Leases Leases
in Each in Eacr} in Each in Each inEach
Category Category Category Category Category
to Total to Tota;i to Totad to Total to Total
Reserve Loans and Reserve Lloansand- Reserve Loanand  Reserve Loans and Reserve  Loans and
{Dollars in thousands) Amount Leases Amount Leases Amount Leases “Amount  Leases Amount  Leases
Commercial and agriculturalloans ~ $14,547  17.70% $15472  1840% $13612 1864% §$ 9589 1806% 511,163  1965%
Truck and automobile financing 13,359 24.40 13,008 24388 12633 2331 13966 2201 11,006 2043
Aircraft financing 18,621 18.46 19,583 1866 ' 26475 1949 31,733 2193 21,603 1486
Construction equipment financing 5,030 11.32 4235 9.10 4,502 862 9,061 9.84 |9.394 1391
Loans secured by real estate 4,672 23.40 4,058 2440 4187 2559 3,798 2392 3,656 2506
Consumer loans 2,573 4372 . 2,341 456 + 2,263 435 1,898 424 12,396 509
Total 100.00 % $58,697 100.00I % $63,672 10000% $70045 10000% 3592218 10000%

$58,802

f

Nonperforming Assets — Qur poficy is to discontinue the accrual of interest on loans and leases where principal or interest is past due znd remains unpaid for
90 days or more, except for mortgage loans, which are placed on nonaccrual at th:e time the Joan is placed in foreclosure and consumer loans that are both well
secured and in the process of collection. Nonperforming assets amounted to $17.67 million at December 31, 2006, compared to $22. O4|million at December
31, 2005, and $33.21 miillien at December 31, 2004. Impaired loans and Ieases totaled $12.32 million, $16.87 million, and $45.39 IT|I||IOI'1 at Decemoer 31,

2006, 2005, and 2004, respectively. During 2006, interest income that would have been recorded on nonaccrual toans and leases under their original terms
was $1.90 million, compared to $2.19 million in 2005. Interest income that was recorded on nonaccrual loans and leases was $0.62 miltion and $0.81 million

in 2006 and 2005, respectively.

Nonperforming assets at December 31, 2006, decreased 19.84% from December 31, 2005, During 2006, decreases in repossessed assets, commerZial and
agricultural loans, construction equipment financing, auto, light truck and envuronmental equipment, other real estate, and consumer loans were partially cffset by

increases in medium and heavy duty truck, loans secured by real estate, and aircraft financing.
Nonperforming assets at December 31 (Dolfars in thousands) 2006 2005 2004 200z 2002
Loans past due over 90 days s 1 1?6 . % 245 3 481 $ 21 $ 154
Nonaccrual loans and leases and restructured loans:
Commercial and agricultural loans 1,768 3701 6,928 2,795 4,819
Auto, light truck and environmental equipment 481 812 2,336 2419 4,730
Medium and heavy duty truck 1,755 17 179 1,823 1,384
Aircraft financing 8,219 7,641 10,132 12,900 12,281
Construction equipment financing 85|3 2513 4,097 4,663 9,844
Loans secured by real estate 2,214 1,475 1.141 1,786 2,191
Consumer loans i 285 393 440 6949 415
Totat nonaccrual loans and leases and restructured loans 15.51l5 16,552 25,253 27.08% 35,664
Total nonperforming loans and leases 15,691 16,797 l 25,734 27,297, 35818
Other real estate 800 960 1,307 3010 4,362
Repossessions: ,
Commercial and agricultural loans 2 - , - 34 -
Auto, light truck and environmental equipment 178 128 1.112 847 1,364
Medium and heavy duty truck - - - - -
Aircraft financing . 300 4,073 . 3,037 4,551 19,242
Construction equipment financing 400 - 183 753 681
Consumer loans 95 83 50 73 56
Total repossessions 975 4,284 4382 6,263/ 21,343
QOperating leases 20 - 1,785 25 7i 2,594
Total nonperforming assets $1 7,667 $22,041 $33,208 $ 36.827! $64,117
Nonperforming loans and leases to loans and leases, : !
net of unearned discount 0.58% 068 % 1.13% 1.22% 1.64%
Nonperforming assets to loans and leases and operating leases, ! |
net of unearned discount 0.64% 087 % 1.42 % 1.59% 2.79%
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Potential Problem Loans and Leases — At December 31, 2006, the Bank had a $2.95 miltion standby letter of credit outstanding which supported bond
indebtedness of a,custorer. If ﬂ‘llS standby letter of credit is funded, due to the current financial condition of the customer, the Bank likely will foreclose on the
real estate securing the customer‘s rermlbursement obligation. This likely will result in an increase in other real estate for approximately the same amount as the
funding. ; |,

At December 31, 2006 our management was not aware of any potential probtem loans or leases that would have a material effect on loan and lease delinquency
or loan and lease charge-offs. Lo‘lans and leases are subject to continual review and are given management's attention whenever a problem situation appears to
he developing. 1 ;

v
¥
'

: - o ‘ .
INVESTMENT PORTFOLIO ! : - ;

i
The amortized cost of securities at year-end 2006 increased 11.16% from 2005, following a 19.30% decrease from year-end 2004 to year-end 2005. The
amortized cost of securities at December 31, 2006 was $709.09 million or 18.62% of total assets, compared to $637.88 million or 18.17% of total assets at
December 31, 2005.

|
The arnoruzed cost of securities avanlable for-sale as of December 31 is summarized as follows:

P 1

;

(Dallars in thousanis) ' | 2006 - 2005 2004

U.S. Treasury and government agencies, lincluding agency mortgage-backed securities $466,326 $415,793 $ 552,948
States and poIitical' subdivisions | 182,356 179,797 171,338
Other securities ' 60,409 42,288 66,117
Total investment securities availlable-fbr-sele ' . $709,091 $637.878 $ 790,404

Yields on tax-exernpt obligations . are calculated on a fully tax equivalent basis assuming a 35% tax rate. The followrng table shows the maturmes of securmes
available-for-sale at December 31 2006 at the amortized costs and weighted average yields of such securities:

i 1
'

{Dollars in thousands) ' . Amount . Yield
U.S. Treasury and gbvemment agencies, including apency mortgage-backed securities
Under 1 year | b $344,393 " B36%
1 -5years . l_ ' . 53,450 338
5-10years o i : 6,589 513
Over 10 years _ F 1 61,894 5.34
Total U.S. Treasury and government apencles, including agency mortgage-backed securities " 466,326 5.13
States and polmcal subdivisions. 4 | . - ' o
Under 1vyear : P - ' 47,658 1527
}~5Syears P ] ... 96816 5.74
5 - 10 years ) ! ' ' 38,082 7.20
Over 10 years - : | ) - - -
Total states and pbl‘rtical subdnns:ons | ¥ 182,356 ° '5.92
Other securities } }
Under 1 year ' ' : 20170 534
1 - 5 years o ! i 3925 - 292
S5-10years i ’ 75 6.55
Over 10 years | | .. . - -
Marketable equity securities * |, | 36,239 : 5.81
Total other securities f l 60,409 ' 547
Total investment securities available-for-sale : f $709,091 5.36 %
; ! | ;
DEPOSITS ‘ | | .
The average daily amounts of depciisits and rates paid on such deposits are summarized as follows: '
! R 1 2006 2005 ' 2004
{Doliars in thousands) | | Amount  Rate Amount  Rate Amount  Rate
Noninterest bearing demand depogits | $ 352,204 - % $ 392475 -% $ 384157 - %
Interest bearing demand deposits L ‘ 715,242 251 : 784.366 1.78 707,168 088
Savings deposits | : - 190,347 044 210,151 030 228836 029
Other time deposits  © ) l 1,512,755 4.38 1223406 341 1169009 298
Total ‘ : E $ 2,770,548 - $ 2,610,398 - $ 2,489,170 -
1
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The amount of certificates of dgposnt of $1 00 000 or more and other time deposits of $ 1 00,000 or more outstanding at December 31, 2006, by time rernaining

until maturity is as follows: .

(Dollars in thousands)

|
[
:
I

Under 3 months . ' _ ' $ 206,555
4 - 6 months ; ' 69,420
7 - 12 months ' 148,966
Over 12 months i 195,836
Total : | {0 5.620,777
) ]
Scheduted maturities of time deposits, including both private and public funds, at December 31, 2006 were as follows:
{Dodlars in thousands) _ i
2007 i $ 1,161,555
2008 | 324772
2009 ‘ 104,491
2010 16,318
2011 . H £,686
Thereafter ' 18176
f | 51.633,998

Total i

SHORT-TERM BORROWINGS ?

!

The following table shows the dlStrIbUllOn of our short-term borrowings and the weighted average interest rates thereon at the end of each of the last thres: years.
Also provided are the maximum amount of borrowmgs and the average amount of Iborrowmgs, as well as welghted average interest rates for the last three: years.

Federal Funds

Purchased and
Security Other
) Repurchase Commercial Short-Term Total

{Dolfars in thousands} | Agreements Paper Borrowings Borrowings
2006
Balance at December 31, 2006 5195, |262 $10,907 $ 16,549 §222,718
Maximum amount outstanding at any month-end 265, 362 12,922 90,689 368,973
Average amount outstanding ‘ 211 973‘ 7,997 ' 45,854 265,824
Weighted average interest rate during the year 395% 4.99% 4.87% 4.14%
Weighted average interest rate for outstandlng amounts at j

December 31, 2006 341% 5.08% 4.89% 3.60%
2005 ' § .
Balance at December 31, 2005 $230,756 $ 4,600 $ 42113 $ 277,469
Maximum amount outstanding at any month-end 273428 5552 122,038 401,018
Average amount outstanding 21 4,;1 99 2,054 79,018 295271
Weighted average interest rate during the yéar 1255% 336% , 391% 292%
Weighted average interest rate for outstanding amounts at :

December 31, 2005 386% 3.88% 2.76% 370%
2004 .
Balance at December 31, 2004 £216;751 $ 836 ! $ 82075 $ 299,662
Maxirum amount outstanding at any month-end 411,812 1,152 ¢ 113,958 526,922
Average amount outstanding 295172 815 109,205 405,192
Weighted average interest rate during the year 1.15% 123% 2.46% 1.50%
Weighted average interest rate for outstanding amounts at ,

December 31, 2004 209% 1.72% 2.09% 2.09%

LIQUIDITY

{

i

Core Deposits — Our major source of invéstable funds is provided by stable core deposits consisting of all in{erest bearing and nonimerlest bearing ceposits,
excluding brokered certificates of deposit and certain certificates of deposit of $'|00 000 and over. In 2006, average core deposits equa!ed 63.27% of average
total assets, compared to 67, 60% in 2005 and 66.97% in 2004. The effective co'st rate of core deposits in 2006 was 2.65%, compared 10 1.96% in 2005 and

1.59% in 2004.

Average demand deposits (noninierest bea!ring core deposits) decreased 10.26% in 2006 compared to an increase of 2,17% in 2005, These reprasented

15.67% of total core deposits in 2006, compared to 17.21%in 2005, and 17.13% in 2004,
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Purchased Funds — We use purchased funds to supplement core deposits and include certain certificates of deposit of $100,000 and over, brokered certificates
of deposit, Federal funds, securitjes soldtunder agreements to repurchase, commercial paper, and other short-term borrowings. Purchased funds are raised from
custormers seeking short-term |nvestments and are used to manage the Bank's interest rate sensitivity. During 2006 our reliance on purchased funds increased
to 22.21% of average total assets from |1 8.55% in 2005. :

Shareholders’ Equity — Average shareholders equity equated to 10.07% of average total assets in 2006 compared to 9.89% in 2005. Shareholders’ equity
was 9.69% of total assets at year-end 2006 compared to 9.84% at year-end 2005. In accordance with SFAS No. 115, “Accounting for Certain Investments in
Debt and Equity Securities,” we |nclude unreailzed gain {loss) on available-for-sale securities, net of income taxes, as accumulated other comprehensive income
(loss) which is a component of shareholders equity. While regulatory capital adequacy ratios exclude unrealized gain (loss), it does impact our equity as reported
in the audited financial statements. The unreallzed loss on available-for-sale securities, net of income taxes, was $0.26 million and $3.24 million at December 37,

2006 and 2005, respectively. ‘

Liquidity Risk Management — The Bank’s liquidity is monitored and closely managed by the AssetLiability Management Committee (ALCO), whose mernbers
are comprised of the Bank's senror management. Asset and liability management includes the management of interest rate sensitivity and the maintenance of an
adequate liquidity position. The purpose of interest rate sensitivity managemaent is to stabilize net interest income during periods of changing interest rates.

Liquidity management is the process by whrch the Bank ensures that adequate liquid funds are available to meet financial commitments on a timely basis. Financial
institutions must maintain I|qu1d|ty to meet day-to-day requirements of depositors and borrowers, take advantage of market opportunities and provide a cushion
against unforeseen needs.

Liguidity of the Bank is derived primarily 1rom core deposits, principal payments received on loans, the sale and maturity of investrment securities, net cash provided
by operating activities, and access to other funding sources. The most stable source of liability funded liquidity is deposit growth and retention of the core deposit
base. The principal source of asset—funded liquidity is available-for-sale investment securities, cash and due from banks, Federal funds sold, securities purchased
under agreements to resell, and loans and interest bearing deposits with other banks maturing within ane year. Additionally, liquidity is provided by repurchase
agreements, and the ability to borfow from the Federal Reserve Bank and Federal Home Loan Bank.

Interest Rate Risk Hanagement — ALCO monitors and manages the relationship of eamning assets to interest hearing liabilities and the responsiveness of
asset yields, interest expense, and interest margins to changes in market interest rates. in the narmal course of business, we face ongoing interest rate risks
and uncertainties. We occasmnalty unllze interest rate swaps to partially manage the primary market exposures associated with the interest rate risk related to
underlymg assets, liabilities, and antrcrpated transactions.

A hypothetical change in eamings was niodeled by calculating an immediate 100 basis point (1.00%) change in interest rates acress all maturities. This analysis
presents the hypethetical changeun earnrngs of those rate sensitive financial instruments and interest rate swaps which we held at December 31, 2006. The
aggregate hypothetical decrease | rn pre—tax earnings was estimated to be $0.92 million on an annualized basis on all rate-sensitive financial instrurents, based on a
hypothetical increase of a 100 ba5|s pmm change in interest rates. The aggregate hypothetical increase in pre-tax earnings was estimated to be $0.59 million on an
annualized basis on all rate-sensitive lmanmal instruments based on a hypothetical decrease of a 100 basis point change in interest rates. The earnings simulation
mode! excludes the earnings dynamlcs related to how fee income and noninterest expense may be affected by changes in interest rates. Actual results may differ
materially from those projected. The use'of this methodology to quantify the market risk of the balance sheet should not be construed as an endorsement of its
accuracy or the accuracy of the related assumptrons At December 31, 2006, the impact of these hypothetical fluctuations in interest rates on our derivative

holdings was not significant, and, a? such, separate disclosure is not presented. '

Due to the nature of the mortgage bankin‘g business, we manage the earning assets and interest-bearing liabilities of Trustcorp on a separate basis. The predominant
assets on Trustcorp's balance sheet are mortgage loans held for sale, which are funded by short-term borrowings (normally less than 30 days). These borrowings
are managed on a daily basis. We fund a portron of Trustcorp's other borrowings for working capital. !

Trustcorp manages the interest rate risk related to loan commitments by entering into contracts for future delivery of loans with outside parties. See Part 1), Item 8,
Financial Staternents and Supplem’lentaryr‘Data — Note O of the Notes to Consolidated Financial Statements.

! r
OFF-BALANCE SHEET ARRANGEMENTS AND CONTRACTUAL OBLIGATIONS

In the ordinary course of operatiorls, we o'enter into certain contractual obligations. Such obligations include the funding of operations through debt issuances as
well as leases for pr'emises and eqﬁipmen't The following table summarizes our significant fixed, determinable, and estimated contractual obligations, by payment
date, at December 31, 2006, except for oblrgatlons associated with short-term borrowing arrangements. Payments for borrowings do not inctude interest. Further
discussion of the nature of each obhgatron is included in the referenced note to the consolidated financial statements. -

I
+

Contractual obligations payments b_y penod. .
i ‘ ' Indeterminate

{Dollars in thousands) : ' Note 0-1 Year 1 -3 Years 3-5 Years Over 5 Years maturity Total

Deposits without stated maturity ' Lo $1,414,287 $ - 3 - $ - $ - %$1,414287
Certificates of deposit ' i - 1,161,555 429,263 25,004 18176 - 1,633,998
Long-term debt _ - 10,407 25,789 481 903 6,181 43,761
Subordinated notes. ! L - .- - 59,022 - 59,022
Operating leases i 0 2,680 4,359 3,322 1,484 - 11,845
Purchase obligations ! V- 30,424 5616 2,294 68 - 38,402
Total contractual obligations | r 52,619,353 S 465,027 $ 31,101 $ 79,653 $6,181 §3,201,315
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We routinely enter into contracts for services. These contracts may require paymen
for early termination of the contract. We have made a diligent effort to account for
we have made reasonable estimates as to certain purchase obligations as of Dece

make the estimations necessary to value the related purchase obligations. Our management is not aware of any . addltlonal commitments or

which may have a material adverse impact on oF liquidity or capital resources.

We also enter into derivative contracts under which we are required to either recei

rates. Derivative contracts are carried at fair value on the consolidated balance shee

receipts or payments based on market interest rates as of the balance sheet date.
Because the derivative liabilities recorded on the balance sheet at December 31,

contracts, these liabilities are not included in the table of contractual obligations presented ahove.
Assets under management and assets under custody are held in fiduciary or cu

accounting principles, these assets are not included on our balance sheet.

We are also party to financial instruments with ofi-balance sheet risk in the norma

t'for services to be provided in the future and may also contain penalty Clauses
such payments and penalties, where applicable. Addmonally where necissary,
mber 31, 2006. Our management has used the best infarmation available to
contingent liabilities

ve cash from, or pay cash to, counterparues depending on changes in interest
wn‘h the fair value representinig the net present vaiue of expected future cash
The fair value of the contracts change daily as market |nterest rates change.
2006 do not represent the amounts that may ultimately he paid undes’ these

todial capacity for our clients. In accordance with U. 5! generally accepted
. B 1
1

I course of business to meet the financing needs of our clients. These financial

instruments include commitments to extend credit and standby letters of credit Further discussion of these commrtments is included in Part Il, tem 8, Financial

Statements and Supplementary Data — Note O of the Notes to Consolidated Financial Statements.

QUARTERLY RESULTS OF OPERATIONS

i

Three Months Ended (Doflars in thousands, except per share amounts) March 31 June 30 September 30 December 31
2006

Interest income $ 46,396 $ 50,781 $ 54,379 $57,438
Interest expense 21 297 23,636 26,928 30,700
Net interest income 25,099 27,145 27,451 26,738
{(Recovery of} provision for loan and lease losses [ (300) (1,671) (667) (98)
tnvestment securities and other investment gains (losses} 2,083 150 ; (223) (8)
Income before income taxes 14,998 15,497 17,117 11,931
Netincome 9,933 10,277 !' 10,964 8,123
Diluted net income per common share’ ' 0.43 0.45 0.48 0.36
2005 N : '

Interest income $ 38,796 $ 40,843 $ 43,657 $45.236
Interest expense 15,192 16641 18,358 19913
Net interest income 23,604 24,202 1 25,299 25,323
{Recovery of) provision for loan and lease losses 1421 (3.411). (1,304) (719)
fnvestment securities and other investment gains (losses) 904 5 {559} -
Income before income taxes 10 046 12,385 14,186 12,760
Net income 16,944 8227 "' 9,481 3,099
Diluted net income per common share” 5 030 036 - 0413 .39

‘Per share data gives retroactlve recognltlon to a10% stock dlwdend declared on July 27 2006.

Net income was $8.12 million for the fourth quarter of 2006 down 10,73 percen
of 2005. Diluted net income per commeon share for the fourth quarter of 2006
fourth quarter of 2005.

t compared to the $3.10 mrlhon of net income reported for the fourth quarter

lamounted to $0.36, compared to $0.39 per common share reported in the

Our recovery of provision for loan and fease losses was $0.10 million in the fourthlquarter of 2006 compared to a recovery of provision fortroan and lease losses

of $0.72 million in the fourth quarter of 2005 Net charge-offs were $0.10 millio
year ago.

Noninterest income for the fourth quarter of 2006 was $17.69 million, a marglnal i

of 2006 increases in equipment rental income and trust fees were mostly offset by a decline in mortgage banking income.

n for the fourth quarter 2006, compared to net recoveries of $O 87 mitlion a

ncrease, as compared to the fourth quarter of 2005. During the fourth quarter

|
Noninterest expense for the fourth quarter of 2006 was $32.60 million an increase of 5.64 percent as compared to the fourth quarter D.f 20065. The increase
in the fourth quarter of 2006 as compared to the fourth quarter of 2005 was prrlmanly due to higher deprecratxon on leased equipment expense, furniture and

equipment expense, and professional fees

ITEM 7A. QUANTITATIVE AND QUALITATIV

For information regarding Quantitative and Qualitative Disciosures about Market
Condition and Results of Operations, Interest Rate Risk Management.

24+ SRCE
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Risk, see Part {l, item 7, Management's Discussion and Analysis of Financial
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ITEM 8. FINANCIAL STATEMENTS AND SUPPLEMENTARY DATA.

.

REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTiNG FIRM

o
|

The Board of Dlrectors and Sharelholden, of 1st Source Corporation : i

l
i

We have audited management’s assessment included in the accompanying Report of Management that 1st Source Corporation maintained effective internal
control over financial reporting as of December 31, 2006, based on criteria established in Internal Control—Integrated Framework issued by the Committee of
Sponsoring Organizations of the Tlreadway Commission (the COSO criteria). 1st Source Corporation’s management is responsible for maintaining effective internal
control over financial reporting and for n., assessment of the effectiveness of internal control over financial reporting. Our responsibility is to express an apinion on
management’s assessment and an oprnlon on the effeCUVeness of the company’s internal control over !mancral repomng based on our audit

We conducted our audit in accordance \wth the standards of the Public Company Accounting Oversight Board (United States). Those standards require that we
plan and perform the audit to obtaln reasonabte assurance about whether effective internal control over financial reporting was maintained in all material respects.
Our audit |ncluded obtaining an understandlng of internal cantral over financiat reporting, evaluating management's assessment, testing and evaluating the design
and operating effelctweness of |nterna| control and performing such other procedures as we considered necessary in the circumstances. We believe that our audit
provides a reasonable basis for our opmr:m

A company’s internal control over fi nanoal reporting is a process designed to provide reasonable assurance regardlng the reliability of financial repomng and
the preparation of financial statements for external purpeses in accordance with generally accepted accounnng principles. A company's internal contro! over
financial reporting includes those polrcres and procedures that { 1) pertain to the maintenance of records that, in reasonable detail, accurately and fairly reflect the
transactions and dlsposmons of the assets of the company; (2) provide reasonable assurance that transactions are recorded as necessary to permit preparation
of financial statements in accordance wrth generally accepted accounting principles, and that receipts and expend|tures of the company are being made onfy in
accordance with authorizations of management and directors of the company; and (3) provide reasonable assurance regarding prevention or timely detection of
unauthorized acqursmon. use, or dlsposmon of the company’s assets that could have a material effect on the fi nanoal statements.

Because of its lnherent Ilmitatmns mternal control over financial reporting may not prevent or detect mrsstatements Also, projections of any evaluation of effec-
tiveness to future periods are subject to 'the risk that controls may become inadequate because of changes in conditions, or that the degree of compliance with
the policies or procedures may deteriorate, |
In our opinion, management 3 assiessment that 1st Source Corporation maintained effective internal control over financial reporting as of December 31, 2006, is
fairly stated, in all matenal respects based on the COSO criteria. Also, in our epinion, 1st Source Corporation maintained, in all material respects, effective internal
control over finania! reporting as ! of December 31, 2006, based on the COSO criteria. ]

We also have aud|ted in accordance wath the standards of the Public Company Accounting Oversight Board {United States), the consolidated statements of finan-
cial condition of 15t Source Corporanon and subsidiaries as of December 31, 2006 and 2005, and the related consolidated statements of income, shareholders’
equity, and cash fllow for each of- the three years in the period ended December 31, 2006 and our report dated February 23, 2007 expressed an ungualified
opinion thereon. '

{s/  Ernst & Young LLP

|
l
!
|
.
+
]
!

Chicago, Hiinois
February 23, 2007
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REPORT OF INDEPENDENT REGISTERED'

PUBLIC ACCOUNTING FIRM

| ' : ;
The Board of Directors and Shareholders of '1 st Source Corporation. L '_ : f

" We have audited the accompanying consolldated statements of financial condltton of 1st Source Corporation and subsidiaries as of December 31, 2006 and
2005, and the related consolidated statements of income, shareholders’ equity, and cash flow for each of the three years in the period ended December 31,

2006. These financial statements are the responsnblhty ot the Company S manager'nent- Qur responsibility is to express an opirion on the‘.elimancial statements
based on our audits. - ! !, i ;

We conducted our audits in accordance W|th the standards of the Public Accountmg OVEI'SIghT Board (United States) Those standards reqwre that we plan and
perform the audit to obtain reasonable assurance about whether the financial statements are free of material mlsstatement An audit also includes examnining,
on a test basis, evidence supporting the amnounts and disclosures in the financial statements An audit also |nc|udes assessing the accountlng principles used and

significant estimates made by management, and evaluating the overall financial statement presentation. We believe that our audits provide a 'reasonable basis for
OUr opinion. ! 1 .

In our opinion, the consolldated financial statements referred to above present fa|rfy, in all material respects the consolidated financial posmon of Tst Source
Corporation and subsidiaries at December 31 2006 and 2005, and the consolldated results of their operations and their cash flows for each of the three years
in the period ended December 31, 2006, in'conformity with U.S. generally accepted accounting principles. i

As dlscussed in Note B to the financial statements in 2006 the Company changed its method of accounting for stock-based compensation.

We also have audited, in accordance with the standards of the Public Company ,tltccountlng Oversight Board (Unlted States), the effectveness of 1st Source
Corporation's internal control over financial repomng as of December 31, 2006, based on criteria established in lnterna] Controk-Integrated Framework issued by
the Committee of Sponsoring Organizations of the Treadway Commission and our report dated February 23, 2007 expressed an unquallﬂed opinion thereon,

¢

’

t
/s! E_rnst & Young LLP ;'
i
!
|
i

Chicago, lllinois
February 23, 2007 i

¥

}

. !

i . '
!

}
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CONSOLIDATED STATEMENTS OF|FINANCIAL CONDITION

i ] j ’
December 31 (Dollars in thousands) 1 2006 2005
Assits | R
Cash and due from banks C 8 118131 $ 124817
federal funds sold and |nterest Dearlng daposits with other hanks 64,979 | 68,578
Investment securrtles avarlable-forl-sale
{amortized cost of $709,091 and $637.878 at-December 31, 2006 and 2005, respectlvely) j 708,672 632,625

Mortgages held for; sale .- i - ! 50,159 67224
Loans and leases, net of unearned discount: ! o

Commercial and agricultural !oans ' 478,310 453,197

Auto, light truck and environmental equipment 317,604 310,786

Medium and heavy duty truck | 341,744 - 302,137

Ajrcraf f|nancmg : | 498,914 459,645

Construction equlpment flnandng 305,976 - 224,230
. Loans secured by real estate™ | 1 -7 632,283 601,077

Consumer loans ] ! 127,706 112,359
Total loans and leases S P 2,702,537 2,463,431
Reserve for loan and lease losses ! 1 . i (58,802) (58,687}
Net loans and leases. | 2,643,735 2404734
Equipment owned under operating Iease',, net ' 76,310 -58,250. -
Net premises and eqmpment | I 37.326 37,710
Accrued income and pther assets | l 108,003 - 117,339
Totalassets” | oo | $3,807,315 $3511277
LIABILITIES i |
Deposits: | i ) '

Noninterest bearing ©F 1§ 339,866 *$ 393494

Interest bearing} ' [ 2,708,418 2,352,093 |
Total deposits | o | 3,048,284 2,745,587
Short-term borrovrirngs S f . .

Federal funds purchased and securities sold under agreemems to repurchase 195,262 230,756

Other sHort-term borrowings f 27,456 46,713
Total short-term borrowmgs | ‘ 222,718 277,469
Long-term debt and mandator:ly redeemable securities . 43,761 23,237
Subordinated notes , 59,022 59,022
Accrued expenses fand other liabilities ! 1. . 64,626 - 60,386
Totatliabilities | - | | 3,438,411 3,165,701
SHAREHOLDERS' EQUITY H
Preferred stock; no par value ~

Authorized 10, 000 000 shares; none issued or outstandlng . .- -
Common stock; no par value ] t

Authorized 40,000,000 shares; issued 23,781,518 shares in 2006 and 23,778,780 shares in 2005

less-unearned shares (262 986 — 2006 and 260,248 — 2005) 8,336 7578
Capital surplus | b \ 280,827 214,001
Retained earnrngsl : 99,572. 139,601
Cost of commaon stock in treasury‘H 022,435 shares — 2006, and 782,429 shares — 2005)* | (19,571} . (12,364}
Accumulated othe_r comprehensive loss ) (260) (3,240)
Total shareholders’ equity | | ' 368,904 345,576
Total liabilities and shareholders’ equity ~ $3,807,315 $3511,277

*Per share data gives retroactive rec':ognitior:r to a 10% stock dividend declared on July 27, 2006.
The accompanying fotes are a part of the ci.onsol idated financial statements.
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CONSQOLIDATED STATEMENTS OF INCOME :
i : '
Year Ended December 31 {Dollars in thousands, except per share data} : 2006 | 2005 2004
Interest incorme: ) : X ! , ' '
Loans and leases ; $181,363 | $147814 $129,059
Investment securities, taxable X i i 19,816 | 14,777 16,361
Investment securities, tax-exempt : : 5,183 i 5275 5,065
Other | | 2,632 666 952
Total interest income ' " ' 208,994 ' 168,632 151,437
Interest expense: ! ! . ' : :
Deposits : i 85,067 | 56,341 41,698
Short-term borrowings ! ' 11,011 . 8628 6,079
Subordinated notes ' i \ 4320 ! 4,008 3,863
Long-term debt and mandatorily redeemable securities ' 2,163 , 1,127 1,109
" Total interest expense . | ) ‘ 102,561 ‘ 70,104 ] ' 52,749
Net interest income ’ 1 106,433 | 98,428 98,688
(Recovery of} provision for loan and |ease Iosses . ¢ {2,736) ! (5,855) 229
Net interest income after (recovery of) prowsmn for loan and lease losses ) " 109,169 * 104,283 I 98,'4-59
Noninterest income: ‘ : ‘ : :

" Trust fees g . 13,806 ! 12,877 12,261
Service charges an deposit accourts ; . . 19,040 17,775 16,228
Mortgage banking income | . 11,637 : 10,868 9,553
Insurance commissions ! ] : 4,574 | 4,133 3,695
Equipment rental income ‘ 18,972 16,067 18,8656
Other income ) i : 6,554 : 6,463 6,759
Investment securities and other investment gains (losses) ] 2,002 | 350 (4,719)

Total noninterest income ; o ) . ; 76,585 68,533 l 62,733
Noninterest expense: : ! : . ' I '
Salaries and employee benefits i ' ’ 66,605 | 69,767 63,083
Net occupancy expense i . ‘ 7,492 | 7.749 7,196
Furniture and equipment expense ' : ‘ 12,316 | 11,418 10,290
Depreciation — leased equipment ! i 14,958 ! 12,895 ) 15,315
Professional fees ‘ ' ‘ 3,998 l 3,362 6,563
Supplies and communications ' i 5,496 5,462 5,708
Business development and marketing expense . 4,008 ; 3,630 3613
Loan and lease collection and repossession expense ' ' 704 | (1,094} 4546
Other expense _ o 10,634 | 10,250 10,377
Total neninterest expense i ) 126,211 E 123,439 l 127,091
Income before income taxes ! : 59,543 49377 34,101
Income taxes : ‘ ' 20,246 ! 15,626 - 9,136
Net income ' , 1 $ 39,297 $ 33,751 $ 24,565
Basic net income per common share® . I $ 174 | $ 148 | $ 110
Diluted net income per common share” ' ' : S 1.72 ¢ 3 146 I $ 108

*Per share data gives retroactive recognmon to a 10% stock dividend declared on July 27, 2006 t
The accompanying notes are a part of the consolidated finandial statements. , i
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} CONSOLIDATED STATEMENTS OF SHAREHOLDERS' EQUITY

i

. i ;

I L

i 3 1

f , |
|

Cost of Accumulated
' Common Other
? ’ b Common Capital Retained Stock Comprehensive
{Doliars in mousands, except per share data) Total Stock Surplus Earnings inTreasury  Income (Loss),Net
Balance at Jénuary 1,2004 1 $314691  $7578 $214001 °$100534  $ (9,777) $ 2,355
Comprehenswe incorme, net of tax: '
Net income ) ' ’ 24,965 - - 24,965 - -
Change in unrealized gams of '
available-for-sale securltles, net of tax (2,652) - - - - (2,652}
Total comprehensive income!’ 22313 - - - - -
Issuance of 227,231 common shares under ' :
stock based compensauon award;, including
related tax effects 3,253 - - (970} 4,223 -
Costof 214, 295 shares of cgmmon
stock acquired for treasury ' (4,958) - - . - (4,958) -
Cash dividend ($.382 per share) ' (8,699) . (8,699) - -
Balance at December 31, 2004 1 $326600 $ 7578 $ 214,001 $115,830 $(13,512) $ (297}
Comprehensive income, net of tax i
Net income l 33,751 - - 33,751 - -
Change in unrealized Ios[ses of ‘
available-for-sale secuntles, net of tax (2,943) - - - - (2,943}
Total comprehenswe income | 30,808 - - - - -
Issuance of 51,433 commeon shareslunder
stock based compensation awards including
related tax effects 1 528 - - 159 369 -
Costof 111,475 shares of commoni
stock acquired for treasurym' | . (2,221) - - . - (2,221} -
Cash dividend ($.445 per share)” | (10,139} - - - (10,139) - -
Balance at December 31,2005 | $345576 $7578 % 214000 $139,601 $(12,364) $(3,240}
Comprehenswe income, net of tax: ‘
Net income L 39,297 - - 39297 - -
Change i m unrealized losses of '
avaﬂable—for-sale secuntles net of tax 2,980 - - - - 2,980 .
Total comprehenswe lnr.ome ' 42,277 - - - - -
Issuance of 95,032 common shares under
stock based compensat:on "awards, including '
related th effects 814 - - 364 450 -
Cost of 335,038 shares of common
stock acquired for treasury g (7,657} - - H - (7,657) -
Cash dividend (S 534 per share) (12,094) - - +(12,094) - -
10% common stock dwldend '
(512 cash paid in lieu of fractional shares) (12} 758 66,826 - :(67,596) - -
Balance at December 31, 2006 : | $368,904 $8336 § 280,827 $ 99,572 5(19,571) S (260)

|
b
! i
|
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*Per share data gives retroactive recognluon to a 10% stock dividend declared on July 27, 2006.
The accornpanwng notes are a part of th!e consolidated financial statements.
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CONSOLIDATED STATEMENTS OF CASH FLOW

Year Ended December 31 (Dolfars in thousands) v 2006 2005 2004
Operating activities: '
Net income $ 39,297 % 33751 3 24965
Adjustments to reconcile net incorne to net cash provided by operating activities:
(Recovery of) provision for loan and lease losses i (2,736) {5,855) 229
Depreciation of premises and equipment | . 4,797 : 5,002 l 4,813
Depreciation of equipment owned and leased to others ' 14,958 ! 12,895 15,315
Amortization of investment security premliums and accretion of discounts, net | (259) 4,471 6,553
Amortization of mortgage servicing rights ' 4,587 6,782 7.384
Mortgage servicing asset impairment recoveries (12) (2.271) {275)
Deferred income taxes i (3,921) (2,908) 5,346
Realized investment securities (losses) gains (2,002) (350) 4,719
Change in mortgages held for sale ' 17,065 . {11,513) 4,504
*{hange in interest receivable {3,616) ! {1,876) 1,036
Change in interest payable 10,577 3,265 490
"Change in other assets 8,378 (1,347) (1.431)
Change in other liabilities (4,270) 8391 (88711
Other 1,253 827 233
Net change in operating activities 84,096 49,264 , 65,010
Investing activities:
Proceeds from sales of investment securities 65,682 28,806 21,683
Proceeds from maturities of investment securities 322,073 315660 211,562
Purchases of investment securities ' (456,706) {196,061) (274,976}
Net change in short-term investments , 3,599 151,552 (218,778)
Loans sold or participated to others - 286 (557)
Net change in loans and leases (236,266) (182,668) (35,908}
Net change in equipment owned under operating leases (33,015) (23,887) 71,732
Purchases of premises and equipment ) 1 {5,553) (5,858) (3,736)
Net change in investing activities ' i (340,186) 87,830 | (292,976}
Financing activities: I
Net change in demand deposits, NOW accounts and savings accounts ' o {101,390} (132,699} 309,534
Net change in certificates of deposit 404,087 71,284 10,254
Net change in short-term borrowings (54,751} (22,193} (110,497)
_Proceeds from issuance of long-term debt 21,922 5,368 1,357
Proceeds from issuance of subordinated notes : - - 30,929
Payments on subordinated notes - - (28,351}
Payments on long-terrm debt {1,306) (274) (6,224}
Net proceeds from issuance of treasury stock 814 528 3,253
Acquisition of treasury stock . {7,657) (2.221) (4,958)
Cash dividends ' (12,315) {10,325} (8,863)
Net change in financing activities 249,404 (90,532) | 196,434
Net change in cash and cash equivalents {6,686) 46,562 | (31,531
Cash and cash equivalents, beginning of year | 124,817 78,255 {109,787
Cash and cash equivalents, end of year ; | $ 118,131 $ 124817 l $ 78,255
Supplementat Information: ,
Cash paid for:
Interest S 91,985 $ 66,839 $ 52259
Income taxes 29,364 12,002 6,215

The accompanying notes are a part of the consolidated finandial statements.
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
Note A — Accounting Policies 1

The principal line of business of 1st S‘ource and our subsidiaries is banking and closely related activities. The followmg is a summary of significant accounting policies
followed in the preparation of the consclidated financial statements.

Principles of Consolidation — The frnancral statements consolidate 1st Source and our subsidiaries (pnncupally the Bank and Trustcorp). All significant intercompany
balances and transactions have been eliminated. For purposes of the parent company only financial information presented in Note T, investments in subsidiaries are
carried at equity in our underrymg nelt assets. .

Use of Estimates in the Preparation of Financial Statements — Financial staternents prepared in accordante with U. S. generally accepted accounting principles
require our management to make estrmates and assumptions that affect the reported amounts of assets and liabilities and disclosure of contingent assets and
liabilities at the date of the flnanclal s;tatements and the reported amounts of income and expenses during the reporting period. Actual results could differ from
those estimates.

b

Cash Flow — For purposes of the consolldated and parent company only statements of cash flows, we consider cash and due from banks as cash and cash
equivalents, ¥

i

Securities — Securities that we have the ability and positive intent to hold to maturity are classified as |nvestment securities held-to-maturity. Held-to-maturity
investment securities, when present are carried at amortized cost. We currently hotd no securities classified as held- -to-maturity. Securities that may be sold in
response o, or in anticipation of, changes in interest rates and resulting prepayment risk, or for other factors, are classified as available-for-sale and are carried
at fair value. Unrealized gains and Ioss',es on these securities are reported net of applicable taxes, as a separate component of accumulated other comprehensive
income (loss) in shareholders' équity_ .

The fair value is determmed based on quoted market prices. if quoted market prices are not available, fair value is determined based on quoted prices of similar
instruments. Avallable—for-sale and held-to-matunty securities are reviewed quarterly for possible other-than-temporary impairment. The review includes an
analysis of the facts and crrcurnstances of each individual investment such as length of time the fair value has been below cost, the expectation for that security’s
performance, the credit worthlness of the issuer, and our intent and ability to hold the security for a time necessary to recover the amortized cost. A decline in value
that is determined to be other-than—temporary is recorded as a loss in the Consolidated Statements of Income.

Debt and equity securities that are purchased and held pnnclpally for the purpose of selling them in the near term are classified as trading account securities and
are carried at fair value with unrealized gains and losses reported in earnings. At December 31, 2006, we did not have any securities classified as trading securities.
Realized gains and losses on thé sales of all securities are reported in earnings and computed using the specific identification cost basis.

Loans and Leases — Loans are stated at the principal amount cutstanding, net of unamertized deferred loan origination fees and costs and net of unearned
income. Interest income is accrued as earned based on unpaid principal balances, Origination fees and direct loan and lease origination costs are deferred and the
net amount amortized to interest mcome over the estimated Itfe of the related joan or lease. Loan commitment fees are deferred and amortized into other income
over the commitment period. ¢ ]

. - | 1 . . - -
Direct financing leases are carried at the aggregate of lease payments plus estimated residual value of the leased property, less unearned income. Interest income
on direct financing leases is recognized'lover the term of the lease to achieve a constant periadic rate of return on the outstanding investment.

The accrual of interest on loans and reases is discontinued when aloan or lease becomes contractually delinquent for 90 days, except for residential morigage loans
and consumer loans that are well secured and in the process of collection. Residential mortgage loans are placed in nonaccrual at the time the loan is placed in
foreclosure. When interest accruals are Idlscdnttnued interest credited to income in the current year is reversed and interest accrued in the prior year is charged to
the reserve for loan and lease losses. However. in some cases, management may elect to continue the accrual of interest when the net realizable value of collateral
is sufficient to cover the principal and accrued interest. When a loan or lease is classified as nonaccrual and the future collectibility of the recorded loan or lease

balance is doubtiul, collections on mterest and principal are applied as a reduction to pnncnpal outstanding.

A loan or lease is considered lmpalred'based on current information and events, if lt is probable that we will be unable to coltect the scheduled payments of
principal or interest when due accord:ng to the contractual terms of the loan or lease agreement. Interest on impaired loans and leases, which are not classified as
nonaccrual, is recognized on the acerual basrs Beginning January 1, 2006, we began evaluating only those loans and leases exceeding $ 100,000 for impairment
in accordance with the provrsrons of Statement of Financial Accounting Standards No. 114, “Accounting by Creditors for impairment of a Loan,” (SFAS No. 114)
which requires an-allowance to be established as a component of the allowance for loan and lease losses when it is probable all amounts due will not be collected
pursuant to the contractual terms of the loan and lease and the recorded investment in the foan or lease exceeds its fair vafue. Prior to January 1, 2006, we did
not have a minimum threshold in p1ace fpr the purpose of evaluating impairment. -

15t Source, through our subsidiary Trustcorp, sells mortgage loans to the Government National Mortgage Association {GNMA) in the normal course of business
and retains the servicing rights. The GNP‘IA programs under which the loans are sold allow us to repurchase individual delinquent lpans that meet certain criteria
from the securitized loan pool. At our opeon and without GNMA's prior authorization, we may repurchase a delinguent loan for an amount equal to 100% of the
remaining pnnclpal halance on the loan. Under SFAS No. 140, once we have the unconditional ability to repurchase a delinquent loan, we are deemed to have
regained effective control over the loan and we are required 1o recagnize the loan on our balance sheet and record an offsetting llability, regardless of our intent
to repurchase the loan. At December 31; 2006 and 2005, residential real estate portfolio loans included $2.42 million and $18.09 million, respectively, of loans
available for repurchase under the GNMA optional repurchase programs with the offsetting liability recorded within other short-term borrowings.

Mortgage Banking Activities — Loans held for sale are primarily composed of performing one-to-four family residenitial mortgage lpans originated for resale
and carried at the lower of cost or fair value as determined on an aggregate basis. Fair value is determined using available secondary market prices for loans with
similar coupens, maturities, and credit qualrty
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We recognize the rights to service mortgage foans for others as separate assets, whether, the servicing rights are acquired through a separate purchase or through
the sale of originated loans with servicing rights retained. We allocate a portion of the total ¢ast of a mortgage loan to servicing rights basad anlthe relative fair
value. The fair value of the servicing rights is based on market prices, when available, or is determrned by estimating the present value of future net servicing income,
taking into consideration market loan prepayment speeds and discount rates. These assets are amortized as reductions of mortgage servicing fee i income over the
estimated servicing period in proportion to the estimated servicing income to be recerved Gains and losses on the sale of mortgage servidng nghts are recognized
as noninterest income in the period in which such rights are sold.

Mortgage servicing assets are evaluated for impairment in accordance with SFAS No. ‘I40 For purposes of impairment measurement, Morgage servicing assats
are stratified based on the predominant risk characterrstrcs of the underlying servrcmg, principally by loan type and interest rate. The fair value Iof each tranche
of the servicing portfolio is estimated by calculatmg the present value of estimated future net servicing cash flows, taking into consideration actual and expeced
mortgage loan prepayment rates, discount rates, servicing costs, and other eccnomic factors If temporary impairrment exists within a tranche, a valuatron allowance
is established through a charge to income equal to the amount by which the carrying value exceeds the fair value. If it is later determined all ora portion of the

temporary impairment no longer exists for a partrcu1ar franche, the valuation allowance'is reduced through a recovery of income.

Mortgage servicing assets are also reviewed for other-than-temporary impairment. Other-than-temporary |mpa|rment exists when recoverability of a recorded
valuation allowance is determined to be remote considering historical and projected rnterest rates, prepayments, and loan pay-off activity. When this situasion
occurs, the unrecoverable portion of the valuation allowance is applied as a direct wrrte-down to the carrying value of the mortgage servrclng asset. Unlike
a valuaticn allowance, a direct write-down permanently reduces the carrying value of the mortgage servicing asset and the valuation allnwance precluding
subsequent recoveries. : |

As part of mortgage banking operations, we enter into commitments to purchase or onglnate foans whereby the mterest rate on these loans is determrned priar to
funding ("rate lock cormmitments”). Similar to loans held for sale, the fair value of rate [ock commitments is subject to change primarily due to changes in interest
rates. Under our risk management policy, these fair values are hedged primarily by se[lrng forward contracts on agency securities. The rate loc k] commitments on
mortgage loans intended to be sold and the related hedging instruments are recorded at fair value with changes in fair value recorded in current earnings. The
fair value of rate lock commitments is determined using current secondary market prrces ‘for underlying loans with similar coupons, maturity and credit quality,
subject to the anticipated loan funding probability, or fallout factor. The benefit of serwcrng rrght_s inherent in the loans underlying the rate lock cc':mmnments is not.
recognized until these loans are funded and sold. '

Reserve for Loan and Lease Losses — The reserve for loan and lease losses is malntalned at a level believed to be adequate by management to absorb protable
losses inherent in the loan and lease portfolio. The determination of the reserve requrres significant judgment reflecting management’s best estrmate of probable
loan and lease losses related to specifically identified loans and leases as well as probable losses in the remainder of the various loan and Iease portfolios The
methodology for assessing the appropriateness of the reserve consists of several key elements, which include; specific reserves for |dentmed special attention
loans and leases (classified loans and leases and internal watch list credits), percentage allocations for special attention loans and leases wrthout specific reserves,
formula reserves for each business lending division portfolio including a higher percentage reserve allocation far special attention loans and Iease's without a spedific
reserve and reserves for pooled homogenous Ioans and leases. Management's evalualtuon is based upon a continuing review of these portfolios, estlmates of future
customer performance, ¢ollateral values and drsposrtron and forecasts of economic and geopolitical events, all of which are subject to judgme nt and will change.

Specific reserves are established for certain business and specialty finance credits based on a regular analysis of spedal attention leans and Ieases This analysis
is performed by the Credit Policy Committee, the Loan Review Department, Credit Admrrustratron and the Loan Workout Departments. The specrr C reserves are
based on an analysis of underlying collateral values, cash flow considerations and if appllcable guarantor capacity. -

The formula reserves determined for each business lending division portfollo are calculated quarterly by applying loss factors to outstanding loans and leases
and certain unfunded commitments based upon a review of historical loss experre'nce and qualitative factors, which include but are not Irmrted 1o, economic
trends, current market risk assessment by industry, recent loss experience in partlcular segments of the portfotios, movement in equipment values collateralizing
specialized industry portfolios, concentrations of credit, delinquencies, trends in volume experience and depth of refationship managers and dn."|5|on management,
and the effects of changes in lending policies and practices, including changes in qualrty of the loan and lease origination, servicing and risk management processes.
Special attention Ioans and leases without specific reserves receive a higher percentage allocatron ratio than credits not considered special attlentlon

Pooled loans and Ieases are smaller credits and are homogenous in nature, such!as consumer credits and residential mortgages. Pooled Ioan and leace loss
reserves are based on historical net charge-offs, adjusted for delinquencies, the effects of lending practices and programs and current economrc conditiors, and
projected trends in the geographic.markets which we serve.

A comprehensive analysis of the reserve is performed by management on a quarterly basis. Although management determines the amount: of each element of
the reserve separately and refies on this process as an important credit management tool, the entire reserve is available for the entire loan and lease portfolio. The
actual amount of losses incurred can vary significantly from the estimated amounts both positively and negatively. Management's methodology includes several
factors intended to minimize the difference between estimated and actual losses. These factors allow management to adjust our estimate of]losses based on the
most recent information available.

Loans and leases, which are deemed uncollectible, are charged off and deducted from the reserve, while recoveries of amounts previously charged off are credited
to the reserve. A (recovery of} provision for loan and tease losses is credited or charged to operations based on management’s periodic evaluation of the factors
previously mentioned, as well as other pertinent factors.

Equipment Owned Under Operating Leases — We finance various types of construction equipment, medlum and heavy duty trucks, cnd automobiles under
leases classified as operating leases. Revenue consists of the contractual lease paym'ents ‘and is recognized on a straight-line basis over the Iease term. Leas= terms
range from three to seven years. Leased assets are being depreciated on a strarght—llrne method over the lease terym to the estimate of the equlpments fair market
value at lease termination, also referred to as “residual” value. These residual values are reviewed periodically 1o ensure the recorded amount does nat exceed
the fair market value at the lease termination. i
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Other Real Estate — Other real estate acquired through partial or total satisfaction of nonperforming loans is included in other assets and recorded at the
estimated fair, value less antiCipated selling costs based upon the property’s appraised value at the date of transfer, with any difference between the fair value of
the property less cost to sell, and the carrying value of the loan charged to the reserve for loan losses. Subsequent changes in value are reported as adjustments to
the carrying amount and are recorded in noninterest expense on the income statement. Gains or losses not previousty recognized resulting from the sale of other
real estate are recognized on the date of sale. As of Decemnber 31, 2006 and 2005, other real estate had carrying values of $0.80 million and $0.96 million,

respectively. ! E

Repossessed Assets — Repossessed assets may include fixtures and equipment, inventory and receivables, and aircraft, construction equipment, and vehicles
acquired through foreclosure or in Ileu of foreclosure from our business banking activities and our specialty finance activities. Repossessed assets are included
in other assets at the lower of cost or fair value of the equipment or vehicle. We estimate fair value based on the best estimate of an orderly liquidation value.
Valuation resources typically rnclude vehicle and equipment dealers, valuation guides, and other third parties, including appraisers. At the time of foreclosure, the
recorded amount of the Ioan or Iease is written down, if necessary, to the fair value of the equipment or vehicle by a charge to the reserve for loan and lease
losses. Subseguent write- downs are, 'included in noninterest expense. Gains or losses not previously recognized resulting from the sale of repossessed assets are
recognized on the date of sale Repossessed assets totaled $0.97 million and $4.28 million, as of December 31, 2006 and 2005, respectively.

Premises and Equipment — Premlses and equipment are stated at cost, less accumulated depredatton and amortization. The provision for depreciation is
camputed by the strarght—lrne method primarily with useful lives ranging from three to 31.5 years. Maintenance and repairs are charged to expense as incurred,
while tmprovernents which extend the useful life, are capitalized and depreciated over the estimated remaining life.

Long-lived depreclab|e assets are evaluated pericdically for impairment when events or changes in circumstances indicate the carrying amount may not be
recoverable. Impairment exists when the expected undiscounted future cash flows of a long-lived asset are less than its carrying value. In that event, we recognize
a loss in the amount of the drfference between the carrying amount and the estimated fair value of the asset based on a quoted market price, if applicable, or a
discounted cash flow analysis. lmpatrlrnent losses are recorded in other noninterest expense in the income statement,

Goodwill and Intangibles — Goodwrll represents the excess of the cost of an acquisition over the fair value of the net assets acquired. Other intangible assets
represent purchased assets that also lack physical substance but can be distinguished from goodwill because of contractual or other legal rights or because the
asset is capable of being sold or exchanged either on its own or in combination with a related contract, asset, or liability. Goodwill is reviewed at least annually for
impairment. Intangible assets that have finite fives continue to be amortized over their estimated usefu! fives and also continue to be subject to impairment testing.
All of our other intangible assets have finite lives and are amortized on a straight-line basis over varying periods not exceeding seven years. We performed the
required annual impairment test of goodwrll during the first quarter of 2006 and determined that no impairment exists.

Venture Capital Investment - — We account for our investments in venture capital partnerships on the equity method based upon the guidance included in EITF
D-46. The venture capital partnershibs which we have investments in, account for their investments at fair value pursuant to the guidance in the AICPA investment
Company Guide. As a result, o'ur investments in these venture capital partnerships reflect the underlying fair value of the partnerships’ investments, We account for
our investments in venture cap|tal partnershlps that are owned three percent and greater under this method. We account for our investments in venture capital
partnerships that are owned Iess thar't three percent at the lower of cost or market. Venture capital investments in partnerships are included in other assets on the
balance sheet. The balances as of December 31, 2006 and 2005 were $2.31 million and $2.72 million, respectively.

Short-Term Borrowings — OEJI’ short-term borrowings consist of Federal funds purchased, securities sold under agreement to repurchase, commercial paper, U.S.
Treasury demand notes, Federal Home Loan Bank notes, and borrowings from non-affiliated banks. Federal funds purchased, securities sold under agreements to
repurchase, and other short-term borrowungs mature within one to 365 days of the transaction date. Commercial paper matures within seven to 270 days. Other
short-term borrowings on the balance sheet include our liability related to mortgage loans available for repurchase under GNMA optional repurchase programs.

Securities purchased under agreements to resell and securities sold under agreements to repurchase are treated as collateralized financing transactions and are
recorded at the amounts at whrch the securities were acquired or sold pius accrued interest. The fair value of collateral either received from or provided to a third
party is continually monitored and addluonal collateral obtained or requested to be returned to us as deemed appropriate.

i
Trust Fees — Trust fees are recogntzed on the accrual basis. )

Income Taxes — 1st Source and our subsidiaries file a consolidated Federal income tax return. The provision for incomes taxes is based upen income in the
financial statements rather than amouints reported on our income tax return.

Deferred tax assets and habﬂmes are recognlzed for the future tax consequences attributable to differences between the financial statement carrying amounts of
existing assets and liabilities and their respective tax bases. Deferred tax assets and liabilities are measured using enacted tax rates expected to apply to taxable
income in the years in which those temporary differences are expected 1o be recovered or settled. The effect on deferred tax assets and liabilities of a change in
tax rates is recognlzed as :ncome or expense in the period that includes the enactment date. :

Net Income Per Common Share —INet income pér common share is computed in accordance with SFAS No. 128, “Earnings per Share.” Basic earnings per
shareis computed by dividing net income by the weighted-average number of shares of common stock outstanding, which were as follows {in thousands); 2006,
22,537, 2005, 22,755; and: 12004) 22,780. Diluted earnings per share is computed by dividing net income by the weighted-average number of shares of
common stock outstandung. plus the d1|UtIV8 effect of outstanding stock options. The weighted-average number of commian shares, increased for the dilutive effect
of stock options, used in the computatlon of diluted earnings per share were as follows {in thousands): 2006, 22,830; 2005, 23,053; and 2004, 23,083.

Stock-Based Employee CompensattTon — Prior to January 1, 2006, employee compensation expense under stock option plans was reported only if options were
granted below market price at grant date in accordance with the intrinsic value method of Accounting Principles Board Opinion No. 25 (APB No. 25), “Accounting
for Stock Issued to Employees,” and rellated interpretations, We generally would have recognized compensation expense for stock options only if we granted options
with a discounted exercise pnce or mbdlfled the terms of previously issued options, and would have recognized the related compensation expense ratably over
the associated service period, whrch was generally the option vesting term. Because the exercise price of the employee stock options granted always equaled the
market price of Ithe underlying stock ¢n the date of grant, no compensation expense was recognized on options granted.
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We adopted the provisions of SFAS No. 123(R) on fanuary 1, 2006. SFAS No. 123(R) eliminates the ability to account for stock-based compensatton using
APB No. 25 and requires that such transactions be recognized as compensation cost |n the income statement based on their fair values on the measurement
date, which, for our purpases, is the date of grant. We transitioned to fair-value based accounting for stock-based compensation using the modlf ied prospective
application and, therefore, have not restated results for prior periods. This transition method applies to new awards for service periods beginning cn or after January
1, 2006, and to awards modified, repurchased, or cancelled after January 1, 2006. lrl\ddlttonally. compensation cost for the portion of aWards for which the
requisite service has not been rendered {generally referring to non-vested award) which were granted prior to January 1, 2006 will be recognized as the remaining
requisite service is rendered during the period of andfor the periods after the adoption of SFAS No. 123(R).

SFAS No. 123(R), requires pro forma dtsc!osures of net income and earnings per share for alk periods prior to the adopnon of the fair value accountlng method for
stock-based employee compensation. The pro forma disclosures presented in Note K — ' Employee Stock Benefit Plans use the fair value method of SFAS 123 to
measure compensation expense for stock-based employee compensation plans for years prior to 2006.

Segment Information — In our management's opinion, 15t Source has two principal 'business segments, namely: commercial banking (conducted through its
wholly-owned subsidiary, 1st Source Bank) and mortgage banking (conducted through its wholly-owned subsidiary, Trustcorp). While our chief decrsron makers
menitor the revenue streams of various products and services, the identifiable segments operations are managed and financial performance IS' evaluated on a
company-wide basis. Accordingly, alt of our financial service operations are considered by management to be aggregated in one reportable operating segment.

Derivative Financial Instruments — We occasionally enter into derivative financial |nstrurnents as part of our interest rate risk management strategres These
derivative financial instruments consist primarily of interest rate swaps. Under the gurdance of SFAS No. 133, "Accounting for Derivative Instmments and Hedging
Activities,” as amended, all derivative instruments are recorded on the balance sheet, as either an asset or liability, at their fair value. The accounung for the gain
or loss resulting from the change in fair value depends on the intended use of the denvatrve For a derivative used to hedge changes in fair value of a recognized
asset or liability, or an unrecognized firm commitment, the gain or loss on the derrvauve will be recognized in earnings together with the oﬁsemng loss or gain on
the hedged item. This results in an earnings impact only to the extent that the hedge i |s ineffective in achieving offsetting changes in fair value. If it is determired
that the derivative instrument is not highly effective as a hedge, hedge accounting is dlscontnnued and the adjustment to fair value of the derrvatwe instrument is
recorded in earnings. For a derivative used to hedge changes in cash flows associated with forecasted transactions, the gain or loss on the effec trlve portion of the
derivative will be deferred, and reported as accumulated other comprehensive income, a component of shareholders’ equity, until such time the hedged transaction
affects earnings. For derivative instrumenits not accounted for as hedges, changes in fatr value are recognized in noninterest income/expense. [)eferred gains and
losses from derivatives that are terminated are amortized over the shorter of the 0r|gma| remaining term of the derivative or the remaining life of the undertying
asset or liability.

Note B — Recent Accounting Pronouncements | |

Considering the Effects of Prior Year Misstatements when Quantifying Mlsstatements in Current Year Financial Statements: In Septemt)er 2006, the U.5.
Securities and Exchange Commission (SEC) staff issued Staff Accounting Bulletin No. 108 (SAB No. 108), “Considering the Effects of Prior Year Misstatements
when Quantifying Misstaternents in Current Year Financial Statements.” SAB No. 108 eliminates the diversity of practice surrounding how publ:c companies
quantify financial statement misstatements. It establishes an approach that reguires quanufrcatlon of financial statement misstatements ba,ed on the effects
of the misstatements on each of the company's financial statements and the related f nancial statement disclosures. SAB No. 108 must be applred to annual
finandial statements for their first fiscal year ending after Novermnber 15, 2006. SAB No 108 did not have a material impact on our financial rondmon or results
of operations. '

Fair Value Measurements: In September 2006, the Financial Accounting Standards Board (FASB) issued Statement of Finandial Accounting Standards No. 157,
“Fair Value Measurements” (SFAS No. 157). This standard dlarifies the principle that fair value should be based on the assumptions that market partrcrpams would
use when pricing an asset or liability. Additionally, it establishes a fair value hierarchy that prioritizes the information used to develop those assumptlons We have
not yet determined the impact that the implementation of SFAS No. 157 will have on our results of operations or financial condition. SFAS No. 1 57 is effective for
financial statements issued for fiscal years beginning after November 15, 2007.

Employers” Accounting for Defined Benefit Pension and Other Postretirement Plans: In September 2006, the FASB issued SFAS No. 158, “Emplovers
Accounting for Defined Berefit Pension and Other Postretirement Plans an amendment of FASB Statements No. 87, 88, 106, and 132(R) This standard
requires employers to recognize the underfunded or overfunded status of a defined beneﬂt postretirement plan as an asset or liability in its statement of financial
position and to recognize changes in the funded status in the year in which the changes occur through accumulated other comprehensive mcome Additionally,
SFAS No. 158 requires employers to measure the funded status of a plan as of the date of its year-end statement of financial position. The new reporting
requirements and related new footnote disclosure nles of SFAS No. 158 are effecnve for fiscal years ending after December 15, 2006, SFAS No. 158 did not
have a material impact on our financial condition or results of operation. Our accrued postretlrement benefit cost was not material at December 31 2006, 2005,
and 2004; therefore, additional disclosure is not provided. The new measurement date requirement applies for fiscal years ending after Decenber 1 5, 2008. We
do not expect the measurement date of this statement to have a material impact on our financial condition or results of operations.

Accounting for Uncertainty in Income Taxes: In July 2006, the Financial Accounting Standards Board (FASB) issued FASB Interpretation No./48 (FIN No. 48),
*Accounting for Uncertainty in Income Taxes an interpretation of FASB Staternent No.+109” which clarifies the accounting for uncertainty in tax posstlons FIN No.
48 requires that we recognize in our financial statements, the impact of a tax position, if that position is more likely than not of being sustained on audit, based on
the technical merits of the position. The provisions of FIN No. 48 are effective as of the|beg|nn|ng of our 2007 fiscal year, with the cumulative effect of the change
in accounting principle recorded as an adjustment to opening retained earnings. We do'not expect the provisions of this interpretation to have & material impact on
our financial condition or results of operations.

Share-Based Payment: SFAS No. 123(R), “Share-Based Payment,” establishes standards for the accounting for transactions in which an enuty (i) exchanges its
equity instruments for goods or services, or (i} incurs liabifities in exchange for goods or services that are based on the fair value of the entity's equrty instruments
or that may be setiled by the issuance of the equity instruments. SFAS No. 123(R) ehrnrnates the ability to account for stock-based compens.mon using APBE No.
25 and requires that such transactions be recognized as compensation cost in the i mcome statement based on their fair values on the measurement date, which
is generally the date of the grant. We adopted the provisions SFAS No.123(R} on January 1, 2006. Details related to the adoption of SFAS No 123(R) and the
impact on our financial statements is more fully discussed in Note K — Employee Stock Benefit Pians.

|
l
|
|
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Accounting for Servicing of Flnanual Assets: In March 2006, the FASB issued SFAS No. 156, "Accounting for Servicing of Financial Assets — an amendment
of FASB Statement No..140." 5FAS No 156 requires an entity to recognize a servicing asset or servicing liability each time it undertakes an obligation to service a
| financial asset by entering into a servllcrng contract in specific situations. Additionally, the servicing asset or servicing liability shall be initially measured at fair value;
however, an ennty may elect the amomzatlon method" or “fair value method® for subsequent balance sheet reporting periods. SFAS No.156 is effective as of an
entity’s first fiscal year begmnlng after September 15, 2006. Early adoption is permitted as of the beginning of an entity's fiscal year, provided the entity has not yet
|ssued financial statements, |nc|ud|ng}|ntenm financial statements, for any period of that fiscal year. Our adoption of this statement in 2006 did not have a material
lmpact on our financial condmon results of operations, or cash flows

Accounting for Certain Hyhnd Fmam:lal Instruments: in February 2006 the FASB issued SFAS No. 155, “Accounting for Certain Hybrid Financial Instrurnents —
an amendment of FASB Statements No 133 and 140" SFAS No. 155 simplifies accounting for certain hybnd instruments currently governed by SFAS No. 133
*Accounting for Derivative Instruments and Hedging Activities,” by allowing fair value remeasurement of hybnd instruments that contain an embedded derivative
that otherwise would require b|furcat10n SFAS No. 155 also eliminates the guidance in SFAS No.133 Implementation Issue No. D1, “Application of Statement 133
to Beneficial Interests in Securmzed Flnancral Assets,” which provides such beneficial interests are not subject to SFAS No,133. SFAS No. 155 amends SFAS No.
140, 'Accounung for Transfers and Serwcmg of Financial Assets and Exttngurshments of Liabilities — a Replacement of FASB Statement No. 125,” by eliminating
the restriction on passive dern;atrve instruments that a qualifying special-purpose entity may hold. This statement is effective for financial instruments acquired or
issued after the beginning of our flscal year 2007. We do not expect the adopnon of this statement to have a material |rnpact on our financial condition, results of
operations or cash flows. . v .

Reclassifications — Certain amounts in the prior period consolidated financial statements have been reclassified 1o conform with the cuerent year presentanon

These reclassifications had no, ‘effect on total assets, shareholders’ equity or net income as previously reported. We declared a 10% stock dividend on July 27

2006, therefore, all share and per share information has been adjusted accordingly.
! . B

Note C — Investment Securmes |

Investment securities avaﬂable—for-sale were as follows: 1

o ) l : Amortized Gross Gross .
{Doliars in thousands) | : B Cost * Unrealized Gains Unrealized Losses Fair Value
December 31, 2006 " ' t_ -
U.S. Treasury and govemment agenctes securmes $386,678 $ 67 $(2,442) .$384,303
States and polmcal subdivisions l 182,356 266 - (1,882) . 180,740
Mortgage-backed securities | | 79,648 490 T960) 79,178
Other securities } | 60,409 4,328 (286) 64,451
Total mvestment securities avallable-for-sale $ 709,091 $5,151 $ (5,570) $708,672
December 31, 2005 i 1 7 . . o
U.S. Treasury and government agenaes securities % 357,754 3 - $ (5543) . $ 352211
States and pontlcal subdlvlsmnsT ! 179,797 80 (2,144) 177,733
Mortgage-backed securities ; ‘- 58,039 162 (849) 57352
Other securities ] | 42,288 3,307 (266) 45,329
Total investment securities available-for-sale $ 637,878 - +$ 3549 - % (8.802) $632625

" ) [
The contractual maturities of mvestmems in securities avallable—for—sale at December 31, 2006, are shown below Expected maturmes will differ from contractual
maturities, because borrowers may ha%ve the right to call or prepay obligations thh or wrthout call or prepayment penalties.

b
; I

+

| .
b Amortized
{Doflars in mousands) ? i . Cost Fair Value
Due in ane year or less : ' $401,078 ~ %3996
Due after one year through frve years 153,970 151,137
Due after five years through ten years! - i 38,156 38,308
Due after ten years ! li ) . ) - . -
Mortgage-backed securities | 1 ‘ 79,648 o 79,178
Equity securities bt 1 36,239 . 40418
Total investment securities 'av"ailable forsale . b $709,091 -7 $708,672
L
I : '
:‘ |
| : f
. ‘ i
‘ | )
I ! .
) !
‘ i
. l i ‘
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At December 31, 2006, the mortgage-backed securities we held consisted prtmanly of FNMA and FHLMC pass- through certificates which are guaranteed by
those respective agencies of the United States government At December 31, 2006, other sécurities we held consisted primarily of commerdial pager, other equity
investments, FNMA and FHLMC preferred securities, and FHLB securities. 3

Gross realized losses of $0.45 million, $0.64 million, and $4.62 million and gross gawzns of1$0 61 million, $0.17 million, and $0.15 million were recognized on
investment securities availabte-for-sale, in 2006, 2005, and 2004, respectively. We dld not record any gross losses for other-than-temporary wnpasrment on any
securities for 2006, We recorded gross losses of $0.61 million in other—than-temporary impairment on preferred stock issued by the FNMA and the FHLMC in
2005. There were no trading securmes outstandlng at December 31, 2006 or 2005! we recorded $0.04 million for realized and unrealized losses on trading
securities in 2004, : . : :

1

The following tables summarize our gross unrealized losses and fair value by investment category and age:

Less than 12 Months ' 12 months or Longer Total

‘ Fair Unreahzed . Far Unreal'ized Fair Unrealized
(Doftars in thousands) ‘ Value Losses ' Value Losses Value Losses -
December 31, 2006 o : ' |-
U.S. Treasury and government agencies securrtles $139,532 $ (58) = 5137416 5(2,384) $ 276,948 5(2,442)
States and political subdivisions ‘ 21,702 (65) 112,493 {1,817} 1 34,195 (1,882}
Mortgage-backed securities 17,585 (105) 27,013 .(855) 44,598 (960)
Other securities . 2,236 (56) 6,302 [(230) 8,538 (2865}
Total temporarily impaired securities ' $ 181,055 ) (284) $283,224 5(5,286) 5 464,27§ S (5,571}
December 31, 2005 ‘ ' ' ’ !
U.S. Treasury and government agencies securities $ 76,363 $ (153) . $255,799 $(5.390) $ 3320162 1(5,543)
States and political subdivisions 99,320 (1.305) 48,301 {1,039) 147,621 (2,144)
Mortgage-backed securities : 22,175 (344) | 15,766 ,(505) 37941 (843)
Qther securities 3,409 (84) . 3,369 1(182}) 6,778 (266) -
Total temporarily impaired securities - $201,267  $(1.686) $323235  $(7.116) $ 524502 $(8802)

At December 31, 2006, we did not believe any individual unrealized loss represented other—than—temporary |mpalrment The unrealized losses were primarily
attributable to changes in interest rates. We have both the intent and the ability to hold these securities for a time necessary to recover the amortized cost

At Becember 31, 2006 and 2005, investment securities with carrying values of $286 60 m|lhon and $31851 m|II|on respectively, were pledged as collateral to
secure government deposits, security repurchase agreements, and for other purposesI

Note D — Loans and Lease Financings 1y

Total loans and leases outstanding were recorded net of unearned income and deferred loan fees and costs at December 31, 2006 and 2005, and totaled $2.70
billion and $2.46 billion, respectively. At December 31, 2006 and 2005, net deferred loan and lease costs were $6.46 million and $5.66 mrlhon respectively.

The loan and lease portfolio includes direct fmancrng leases, which are included in auto, light truck and environmental equment medium and|heavy duty truck,
aircraft financing, and construction equipment fnnancmg on the consolidated balance sheet_

A summary of the gross investment in lease financing and the components of the mvestment in lease financing at December 31, 2006 and 2005, follows:

{Doltars in thousands} ' I 2006 2005

Direct finance leases:
Rentals receivable $153,058 $ 104918
Estimated residual value of leased assets ' 54,060 56,457
Gross investment in lease financing l 207,118 161,355
Unearned income i {31,773) (18,444)
Net investment in lease financing l ' $175,345 | $ 142911

At December 31, 2006, the minimum future lease payments receivable for each of the years 2007 through 2011 were $42.52 million, $34. 24 million, $2b 92
million, $19.43 million, and $11.17 million, respectively. ) |

We and our subsidiaries have extended, and expect to extend in the future, loans to offlcers. directors, and principal holders of equity securities of 1st Source and
our subsidiaries and 1o our associates. In the opinion of management, these loans are rnade on substantially the same terms, including interest rates and collaeral,
as those prevailing at the time for comparable transactions with other parties and are consustent with sound banking practices and within apphcable regulatory and
fending limitations. The aggregate dollar amounts of these loans were $8.99 million and $17.48 million at December 31, 2006 and 2005, respectively. During
2006, $9.89 million of new loans were made and repayments and other reductions totaled $18.38 million. ’
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Note E — Reserve for Loarr and Irease Losses

Changes in the reserve for Ioé}n and [ease losses for each of the three years ended December 31 are shown below.

(Dollars in thousands) L 2006 2005 2004
Balance, beginning of year | S 58.697 $ 63672 % 70,045
(Recovery of) pravision for loan and lease losses {2,736) (5,855) 229
Charge-offs T f {3,954) {5,572) (14,681)
Recoveries . I i 6,795 6,452 8,079
Balance, end of year b $ 58,802 $ 58,697 $ 63,672

1

At December '31 2006 and 2005, honaccrual and restructured loans and leases, substantially all of which are collateralized, were $15.58 million and $16.55
million, respectively. interest i rncome for the years ended December 31, 2006, 2005, and 2004, would have increased by approximately $1.28 million, $1.38
millicn, and $2.27 million, respec'avely, if these loans and leases had earned interest at their full contract rate.

As of December 31, 2006 and 2005 impaired loans and leases totaled $12.32 million and $16.87 million, respectively, of which $3.73 million and $3.07
million had corresponding specrf C reserves for loan and lease losses totaling $0.49 million and $2.52 million, respectively. The remaining balances of impaired
toans and leases had no specrfn: reserves for loan and lease losses associated with them. As of December 31, 2006, a total of $10.72 million of the impaired
loans and leases were nonaccrual Ioens and leases. For 2006, 2005, and 2004 the average recorded investment in impaired loans and leases was $11.39
million, $27.65 million and $51.14 million, respectively, and interest income recognized on impaired loans and leases totaled $0.56 million, $1.01 million, and
$2.55 million, respectively.

: b

Note F — Operating Leases'
We finance varrous types of constructron equipment, medium and heavy duty trucks, automobiles, and miscellaneous production equipment under leases principalty
classified as operanng leases. These pperating leases are reported at cost, net of accumulated deprediation. These operating lease arrangements require the
lessee to make a fixed monthly rental payment over a specified lease term, typically from three to seven years. These operating lease assets are recaorded net of
accumulated dépreciation in the consolrdated balance sheet Rental income is eamed on the operating lease assets and reported as noninterast income. These
operating lease assets are depremateq over the term of the lease to the estimated fair value of the asset at the end of the lease. The depreciation of these gperating
lease assets is reported as a component of noninterest expense. At the end of the lease, the operating lease asset is either purchased by the lessee or returned
10 us. |

Qperating Iease equipment at December 31, 2006 and 2005, was $76.31 million and $58.25 million, respectively, net of accumulated depreciation of $27.76
million and $29.79 million, respectrvely Depreciable lives for operating lease equipment generally range from three to seven years,

The minimum future lease rental payments due from clients on operating lease equipment at December 371, 2006, totaled $62.50 million, of which $18.47
million is due in 2007, $16.41 m|lhon in 2008, $12.67 million in 2009, $8.76 million in 2010, $4.28 million in 2011, $1.62 million in 2012, and $0.29 million
in 2013, Depreciation expense related to operating lease equipment for the year ended December 31, 2006 was $14.96 million,

i ;
{
Note G — Premises and Equtipment

Premises and eduipment as of becember 31 consisted of the following:

{Dolfars in thousands) i ; - 2006 2005
Land S $ 7,063 $ 6884
Buildings and improvements ' 43,111 42,616
Furniture and equipment | . 32,948 33,205
Total premises and equipment E ' 83,122 82,705
Accumulated depreciation and amomzatlon (45,796) (44,995}
Net premises and equipment E ‘ $ 37,326 .$ 37,710

Depreciation and amortization of f)roperti:es and equipment totaled $4.80 million in 2006, $5.00 million in 2005, and $4.81 million in 2004.

!
i

!
1
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Note H — Mortgage Servicing Assets | ‘ for 1
The unpaid principal balance of residential mortgage loans serviced for third parties was $0.65 billion at December 31, 2006, compared loi$1.54 billion at
December 31, 2005, and $1.91 hillion at December 31, 2004. |

Changes in the carmying value of morigage servicing assets and the associated vatuation allowance follow:

{Dollars in thousands) [ : 2006 | 20045
Mortgage servicing assets: ‘ | ;

Balance at beginning of period [ . 519,393 i% 23715

Additions - i 8,023 7 10012

Amortization | i ' 4411) (6,782)

Sales X {15,415) (7,552}
Carrying value before valuation allowance at end of period | ‘ 7,590 J 19,393
Valuation allowance: - : i : : |

Balance at beginning of period 5 - (30) (2,301)

Impairment recoveries . . 12 j 2,271
Balance at end of period I ) (18) ! 5 (30)
Net carrying value of mortgage servicing assets at end of period | S 7.572 l $ 19,363
Fair value of mortgage servicing assets at end of period . $ 10,624 ; $ 23967

‘ |

Mortgage servicing assets are evaluated for impairment and a valuation allowance i |s established through a charge to income when the carrymg value of the
mortgage servicing assets exceeds the fair value and the impairment is determined to be temporary. Other-than-temporary impairment is recognlzed when the
recoverability of a recorded valuation allowance is determined to be remote taking into consnderatmn historical and projected interest rates and Ioan pay-off activity.
When this situation occurs, the unrecoverable portion of the valuation allowance is applled as a direct write-down to the carrying value of the mortgage servicing
asset, Unlike a valuation allowance, a direct write-down permanently reduces the calrrylng value of the mortgage ‘servicing asset and the \'a!uanon allowance,
precluding subsequent recoveries. During 2006, management determined that it was not necessary to permanently write-down any priviously established
valuation allowance. At December 31, 2006, the fair value of mortgage servicing assets exceeded the carrying value reported in the cansolidated balance sheet
by $3.05 million. This difference represents increases in the fair value of certain mongage sarvicing assets accounted for under SFAS No. 140 that could not be

recorded above cost basis. P
The key economic assumptions used to estimate the value of the mortgage servicing rlights as of December 31 follow:

: |- 2006 ; 2005
Expected weighted-average life {in years) Co 3.06 ' 301
Weighted-average constant prepayment rate (CPR} | 12.24% 12.66%
Weighted-average discount rate X 8.37% ] 871%

Funds held in trust at 1st Source for the payment of principal, interest, taxes and insur.:ance premiums applicable to mortgage loans being serviced for others, were
approximately $7.67 million and $21.08 million at December 31, 2006 and December 31, 2005, respectively.

Note | — Intangible Assets aﬁd Goodwill

At Decemnber 31, 2006, intangible assets consisted of goodwill of $18.85 million andI other intangible assets of $0.57 million, net of accumulated amortization of
$12.34 million. At December 31, 2005, intangible assets consisted of goodwill of $1 8 85 million and other intangible assets of $2.53 million, net of accumulated
amortization of $10.43 million, Intangible asset amortization was $1.91 million, $2 66 million, and $2.63 million for 2006, 2005, and 2004 respectively.
Amortization on other intangible assets is expected to total $0.20 million, $0.10 mﬂlnon $0 10 millien, $0.09 millien, and $0.07 miflion in 2007 2008, 2008,

2010, and 2011, respectively. |
|
A summary of core deposit intangible and other intangible assets as of December 31 follows:

(Doltars in thousands) | ‘ ' 2006 2005
Core deposit intangibles: |
Gross carrying amount f $ 5710 $ 57652
Less: accumulated amortization b ) (5,143) - {4,260)
Net carrying amount , S 567 $ 1,502

Other intangibles:

Gross carrying amount ? $ 7.201 720
Less: accumulated amortization | : (7,201) (6,174)
- $ 1,027

Net carrying amount ! $
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NoteJ — Long -Term Debt and Handatorlly Redeemable Securities

Detalls of long—term debt and mandatorlly redeemable securltles as of December 31 2006 and 2005 are as fotlows

- Tt

(Dollarsmmousands) [ . ', o ,-'- K . e, . o - 2006 : - 2005

Termloan . ; ! B R $10,000"" $*10,000
Federal Home;Loan Bank borrowings (4.73%-6.54%) sy . 26,028 5,989 -
Mandatorily redeemable SeCUMties | cwn . oo ot L L L. 681 6273~
Other long-termdebt. - ... - | -, -l e . .. - 4 . 1582 - ,. . 975
Total lorig-term debt and mandatolrily‘redeemabl'e securities ) S "543,761 - 523.23?' :

Annual:maturities of long-term debt: outstandlng at December 31, 2006 for the next frve years beglnnlng in 2007, are as.follows. (in thousands) $10,407;
$15,394; $10,396; $280; and $201 S R LA : RN T e

At December 31, 2006, the $10. OO million term loan bore a fixed interest rate of 4.76%. interest is payable quarterly with pnncrpal due at ‘the October 31,
2007, maturity. The Term Loan Agreement contains, arang other pravisions, certaln covenants relatrng to exrstence and mergers, cap:tal structure, and financial
requirements. { - : l I Yoo L S il TR U S

At December 31 2006, the Federal Home Loan Bank borrowings represented a source of fundlng for certarn residential mortgage activities and consisted of elght
fixed rate notes with maturmes ranglng from 2008 to 2022. These notes were collateralized by $35.14 million of certain real estate loans. s

Mandatorily redeemable securrtres as‘of December 31, 2006, of $6.18 million reflected the “book valug® shares under the 1st Source Executive Incentive Plan.
See Note K — Employee Stock Beneflt Plans for additional information. Dividends paid on these shares and increases in book value per share are recorded as other

interest expense. Total interest expenise recorded for 2006, 2005, and 2004 was $0.66 million, $0.54 m|ll|on and $O 38 million, respectively.
o By noa b . i e
[-,'1 } . . .,'}I o L Jwe

Note K Employee Stock Beneﬁt Plans . - - o =

[} Lowe Al
As of Decembe’r 31, 2006, we, had fwe stack-based employee compensatlon plans. These plans include two, stock option plans, namely, the 1992 Stock Optlon
Plan, and-the 2001 Stock Optlon Plan two executive stock award plans, namely, the Executive Incentive Plan and the Restricted Stock Award Plan \and the
Employee Stock Purchase Plan These stock-based employee compensation plans were established to help retain and motivate key employees, All'of the plans
have been approved by the shareholders of 1st Source Corporation. The Executive Compensation and Human Resources Committee (the “Committee”) of the
1st Source Corporation Board of Dlrectors has sole authority to select the employees establlsh the awards to be issued, and approve the terms and conditions of

each award under the stock-based compensat:on plans : NG . IR o VLED
Tt
A combined summary of activity regardmg our active stock opnon plans and executlve stock award plans is presented |n the follow:ng table

.\‘-

; L Non-Vested Stock Stock Optlons t'u"* :
Awards Outstanding \ Outstanding 2c ) 7.
Weighted- - , .+ Weighted-..,
) Shares . _ Average . . e Average .
. Available Number of Grant-Date Number of - Exercise - -
R for Grant Shares Fair Value Shares . Price..,
Balance, Januaryl 2004 2,414,159 317,858 $1277 845,560 $ 1930
#. ' Shares authorized — 2004 EIP 35174 - - - o
Granted (37,374) 37,374 14.11 T I A -1 RN
Stock options exercised - - - {228,532) - R
Stock awards vested - (16,235) 1561 - £ g
Forfeited 1,440 (10,377} 966 {3,330} 21.82
- Canceled - - - : . - T L e T
Balance, December 31, 2004 2,413,399 328,620 12.88 617698 ~:~, . 2361 -
Shares authorized — 2005 EIP 71,963 - - - -
Granted (83.974) 83974 15.16 ) - .-

. Stock options exercised | - - - (29,721) : 11.31
Stock awards vested - (14,892) 15.39 - -
Forfeited 9,570 (24,653} 1208 | (7.129). - 2721

- Canceled o, - - - - -

Balance, December 31, 2005 - 2,410,958 373,049 13.35 580848, -.. .2419,n
Shares autharized — 2006 EIP 76,442 - - T
Granted {87.123) 94.264 16.65 2859 29.4'6 K

™, Stock options exercised - - - (71,062) >~ 1254 “‘1

-Stock awards vested * - (37.269) 1557 . ; - Loz ER

. +Forfeited 17,382 (19,896) 13.46 (23170} . =+~ 2074..

I’Canceled , . - - - _ -

Balance December n, 2006 2,407,659 410,148 $13.90 | .- 489,475 .- $26.04 .-

39+ SRCE" « .- 2006 Form:10-K




- | |

4 i
Employees are eligible to participate in.the Plan on.the first day of employment. After, one year and. 1 ;000 hours of‘service worked, we are required under. the
am (k) component of the Plan to match dollar for dollar participant contributions up to 4% of compensation, plus 50 cents per dollar of the next 2% deferrals. We
will also contribute to the Plan an amount desugnlated as a fixed profit sharing contnbution The amount of fixed profit sharing contribution is equal to two percent
of compensatlon Additionally; each. year we may, in our sole discretion, make addltronal contnbutrons to the 401{k) component of the Plan As of December 31,
2006, there were 1,312,203 shares of. st Source Corporation common stock held i in relauon to employee benefit plans 1 R I R .

Our contnbutlon is allocated among the parucnpants on the basis of compensanon Each paroupant s account is credlted with cash or shares of l st Source comrnon
stock: based on that participant’s compensation earned during the year. After complebng fwe years of sarvice in Wthh they. worked at least 1,000 hours per year,
a participant will.be completely. vested in their Plan account. Plan-participants are entitled to receive distributions from their Plan accounts only upon termination

of service, which includes retirement or death. ; ‘ Pyt . e ;._ R E .' - TR i

Contnbunon expense for the years ended December 31 2006, 2005, and 2004 amounted to $2 39 mtlllon '$2. 32 million, and $166 m|II|on respectlvely

Contributions to the def ned contnbuoon money purchase pension plan are based on 2% of partlo pants ellglble compensatJon For the years ended December 31
2006 2005 and 2004 total pen5|on expenseafor this plan amounted to $0 85 mrllton $0 91 million, and $O 72 mrlllon respectrvely

WA

Trustcorp contributes to a defined contribution plan for all of its employees who meet the general el|g|b|l|ty requnrements of the plan Contnbuuon expense for thls
plan for the years ended December 31, 2006, 2005, and 2004, amounted to $0 09 m|ll|on $0 M mtlllon and $0 1 3 million, respecttvely .

In addmon to.the 1st Source Corporauon Employee Stock Ownershlp and Proflt Sharlng Plan We prowde cenatn health care and life, msurance beneflts for
substantlally all of our retired employees All of our full—tlme ernployees become eI|g|bIe for these retiree beneﬂ's upon reachlng age 55 with 20 years of credited

Sy

other group coverage The llfetlme Fﬁéié.mum benef it payable under the medlcal planii IS $l 5,000 and. for life insurance is $3 000 - B
Qdr- net penodlc postretiremnent- benefit cost recogntzed in the consolidated flnanclal statements for the years erided- December 31, 2006, 2005 and 2004
afriodnted to- $0.12 mllilon, $0 33 I'TlllllOl"l and|$0 10 mllllon respectlvely Our accrued postretlrement benef t cost was not material at December 31, 2008,

2005'and2004 SERDAE I I ‘ Lo " IR
L it ll . ~ P - - : -
“‘Jy-l {:"-.“ - :".'- :’:‘ B n' ' L : . 'V'H
Note N — IncomeTaxesH O - S o T .- : - : A
Incor'n’e tax expense was comprised of the tollov:.ring: ! ! - ' - o
Year Ended December 31 (Doftars in thwsands) 2006 2005 2004
Current o | | ' f S R
¢ Federal— S Ta AP A : i -$22,350 - . ~$16625 . $292Dt
11 State . - ST e L : Tl Lo 1,781 ¢ 1,909 870 -
Totalcurrent = 7 R T T T e MRS g3 9 M gs3a T 3790
Deferred i e .. ’ ) r ) N L ' . Hp s - g
JFegéral © T : RN A A £ 7' 7 S (eaq) - | 4610 |
“Staté ) o ' [ ] Sy ' 451y ‘! (264) oo 736j‘
Total deferred o ' o (3885) ' (2908)~ < 15346 -
Total: prowsmn _— oo met } - : L 1-| l: a.3..920,246 - ¢ - . 515626 | l _»$9.136-,
DUaT o . ".l._.—ii L. St § R A A reri A A e Sl A LRSS PO S
'The reasons tor the dtfference 'between tncome tax expense and the. amount computed by applylng the statutory federal mcome tax rate l35 %) 1o |ncome be fore
income taxes are as follows: . : i | e
i : I H | EY o d o -+ .
2006 ;| : . 2005,. . - 2004 . v -y
. Percent of Percent of ) ' Percent of
' . " Pretax Pretax ‘ Pretax
Year Ended December 31 (Dofiars in thousands) Amount Income Amount Income Amount Income
Statutdiy federal income tax -~ ~='F- - +- - .-§20,840-~ — 350%-  -$17,282— -—350%-—-- $11,935 |7 13805
(Decréasé} increase in income taxes resulting from: o ot : "P‘?T L
Tax-€xempt interest income 3o {1,669) (2.8) {1,749) (35)" (1782) -t x(5.2)
__State taxes, net of federal income tax bénefit ) _865_ 1 5 . __ 1088 22 =l 044 ) o -,3_3_ Ta-2
Dlwdends received deducoon i l (270) (0 5} (188) (0.4) {1,607) J 14.7),z
- Other =: Cete i me o T omeToE < = .+ 480 -- 08--‘* - oo _(788)r“=a(15) r - (454 - ‘,.x'(lq) =
Total . . . L $ 20,246 .360%  .$15626 . .31.7% $ 9136 . .. .268%.
The tax expense (benefi) appllcable to securities galns and losses for the years 2006, 2005 and 2004 was $1,758,000,$134,000, and $(1, 808 000) respecnvely ¢
I‘ - lt ' : -t " ¢ ' - j‘.\ Lb - - 11'.'.'.} 4 J'u {
J- e P ST , R L clovE
3 Lo I I : S ‘ : S BELRERS N PRIt
Ler s P T L . - o . o ean i o
. _1!t e m -i'i. - - l’ \ Pt ' R l et i- i
I
|

42 'JSRCE 2006 Form 10-K




Deferred tax assets and Iiabilit:ies as of December 31, 2006 and 2005 consisted of the following:

{Dollars in mousands) ) 2006 2005
Deferred tax assets: 1 ‘ ' ' . '
Reserve for Ipan and lease Iosses ‘ ‘ : ! , $ 22,551 $ 23,060
Accruals for employee benet" its ; : 3,827 . 5,120
Net unrealized losses on securities available-for-sale . 159 2,013
Securities valuation reserve' X . : 1,319 1,150
Cther _ i | , 1,403 1,010
Total deferred tax assets | : 29,259 32,353
Deferred tax liabilities: '
Differing deprecnable bases in premtses and leased equipment . 32,108 34433
Mortgage servacmg g ) . ) 3,394 7,534
Capitalized loan costs P | 2,307 2,168
Differing bases in assets related to acqmsmons _ , 7 433 728
Other ! t . 2,060 564
" Total deferred tax liabilities : \ ) ‘ 40,302 45,427
Net deferred tax liability | $ 11,043 $ 13074

: . {
: L
4

Note 0 — Contingent Liabilities, COmmitments and Financial Instruments with Off-Balance-Sheet Risk

Contingent Liabilities — 1st-Source cnd our subsidiaries are defendants in various legal proceedings arising in the normal course of business. [n the opinion of
management, based upan present mformauon including the advice of legal counsel, the ultimate resofution of these proceedings will not have a material effect on
our consolidated financial p05|t|10n or results of operation.

Commitments — 1st Source and our subsidiaries are obligated under operating leases for certain office premises and equipment. In 1982, we sold the headquarters
building and entered into a leaseback agreement with the purchaser. At December 31, 2006, the remaining term of the lease was five years with options to renew
for up to 15 additional years. Apprommately 30% of the facility is subleased to other tenants.

Future minimum rental commnmems for all noncancellable operating leases total approximately, $2.68 millicn in 2007, $2.31 miltion in 2008, $2.05 million
in 2009, $1.72 million in 201 0 $1 60 million in 2011, and $1.48 million, thereafter. As of December 31, 20086, future minimum rentals to be received under
noncancellable subleases tota!ed $3.03 million:

Rental expense of office premlses andleqmpment and related sublease income were as follows:

Year Ended December 31 (Daflars in t}lousahds) 2006 2005 2004
Gross rental expense | ' . $3,250 $ 3574 $ 3075
Sublease rental income i ' (1,626} (1,809) (1,558}
Net rental expense i i $1,624 $ 1,765 $ 1517

Financial tnstruments with Off-BaIa}tce-Sheet Risk — To meet the financing needs of our clients, 1st Source and our subsidiaries are parties to financial
instruments with off- balance—sheet nsk in the norma! course of business. These off-balance-sheet financia! instruments include commitments to originate, purchase
and sell loans, and standby Ietters of credlt The instruments invalve, to varying degrees, elements of credit and interest rate risk in excess of the amount recognized
in the consolidated statements of fi nanaal condition. )

Our exposure to credit loss in the event of nonperformance by the other party to the financial instruments for [oan commitments and standby letters of credit
is represented by the dollar amount of those instruments. We use the same credit policies and collateral requirements in making commitments and conditional
obligations as we do for on-balance-sheet instruments,

Loan commitments have fixed e%cpwahoin dates or other termination clauses and may require payment of a fee. Since many of the commitments are expected (0
expire without being drawn upon, the total commitment amounts do not necessarily represent future cash requirements.

Trustcorp and the Bank grant mortgage loan commitments to borrowers, subject to normal loan underwriting standards. The interest rate risk associated with these
loan commitments is managed by entenng into contracts for future deliveries of loans.

Letters of credit are conditional commrtments issued to guarantee the performance of a client to a third party. The cred|t risk involved and collateral obtained in
issuing letters of credit are essennalry the same as those involved in extending loan commitments to clients.

As of December 31, 2006 and 2005 1st Source and our subsidiaries had commitments outstanding to originate and purchase mortgage loans aggregatmg
$113.25 million and $130.73 million, respectively. Qutstanding commitments to sell loans aggregated $73.87 million at December 31, 2006, and $98.39
million at December 31, 2005. ;Standtéy letters of credit totaled $83.15 million and $76.43 million at December 31, 2006 and 2005, respectively. Standby
letters of credit have terms ranging from six months to one year.
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Note P — Derivative Financial Instruments

We have certain interest rate derivative positions that are not designated as hedging instruments. These derivative positions refate to transactions |n which we enter
into an interest rate swap with a client while at the same time entering into an offsetting |nterest rate swap with another financial institution. In connecuon with each
transaction, we agree to pay interest to the client on a notional amount at a variable mterest rate and receive interest from the client on a same notronal amount
at a fixed interest rate, At the same time, we agree to pay another financial institution Lhe same fixed interest rate on the same notional amoum and receive the
same variable interest rate on the same notional amount. The transaction allows our clrent to'effectively convert a variable rate loan to a fixed rate Because we act
as an intermediary for our client, changes in the fair value of the underlying derivative contracts offset each other and do notimpact our resufis of operations. At
December 31, 2006, the notional amount of non-hedging interest rate swaps was $1 4 55 million.

-

Note Q — Regulatory Matters ; r

We are subject to various regulatory capital requrrements administered by the Federal banklng agencies. Failure to meet minimum capital requ remems can result
in certain mandatory and possible additional discretionary actions by regulators that, if undertaken could have a material effect on our financial statements Under
capital adequacy guidelines and the regulatory framework for prompt corrective action,we must meet specific capital guidelines that involve quantrtatrve measures
of our assets, liabilities, and certain off-balance-sheet items as calculated under regulatory accounting practices. Our capital amounts and ¢lassification are subject
to qualitative judgments by the regulators about components, risk weightings, and othelr factors

Quantitative measures established by regulatlon 10 ensure capital adequacy require us to marntam minimum amounts and ratios of total capital and Tier 1 capital to
risk-weighted assets and of Tier | capital to average assets. We believe that we meet ali capital adequacy reguirements to which we are subject.

The most recent notification from the Federal bank regulators categorized the Bank the.largest of our subsidiaries, as “well capitalized” under the regulatory
framework for prompt corrective action. To be categorized as “well capitalized” we must maintain minimum total risk- based, Tier | risk-based, and Tier | leverage
ratios as set forth in the table below. There are no conditions or events since that notmcatron that we believe will have changed the institution's category

As discussed in Note L, the capital securities held by the Capital Trusts qualify as Tier 1l capital under Federal Reserve Board guidelines.

The actual and required capital amounts and ratlos far 1st Source Corporation and1st Source Bank, as of December 31, 2006, are presented in the table
below: b

. : ' : iTd Be Well
‘ : : Caditalized Under
Minimum Capital ' Piompt Corrective
' Actual . Adequacy Aqion Provisions
{Dallars in thousands) " Amount Ratio f Amount Ratio Amount Ratic
Total Capital (to Risk-Weighted Assets): | :
Consolidated $448496 1423% $252,194 800% $31 5,242 10.00 %
1st Source Bank 426,858 1373% 248,691 8.00 % 310,8§4 1000 %
Tier | Capital (to Risk-Weighted Assets): - 1 ' |
Consolidated 406,996 1291% ! 126,067 4.00% 189,145 6.00%
1st Source Bank - ‘ 387,145 1245% 124,346 400% 186,518 6.00 %
Tier [ Capital {to Average Assets): ) [ . :
Consolidated 406996 1093% 148,928 400 % 186,160  500%
1st Source Bank 387,145 1056% , 146,581 400 % 183,226 500 %

] |
The Bank is required to maintain noninterest bearrng cash balances with the Federa] Reserve Bank. The average balance of these deposits for the years ended
December 31, 2006 and 2005, were approximately $6.23 million and $8.45 mrllioln respectively.

Dividends that may be paid by a subsidiary bank to the parent company are subject to certain legal and regulatory Irmrtauons and also may be affected by capital
needs, as well as other factors. Without regulatory approval, the Bank can pay dlwdends in 2007 of up to 3$67. 14 million, plus an additional amount egqual to its
net profits for 2007, as defined by statute, up to the date of any such dividend declaration.

Our mortgage subsidiary, Trustcorp, is required to maintain minimum net worth caprtal requ:remenrs established by various governmental agencies. Trustcorp's
net worth requirements are governed by the Department of Housing and Urban Development and GNMA, As of December 31, 2006, Trustcorp met its minimum
net worth capital requirements. i ; ) 1'
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Note R — Fair Values of FipanciaI tnstruments

The fair values of our financial" instrurnents as of December 31, 2006 and 2005 are summarized in the table below.

!

) 2006 2005

Lo  Carrying or Carrying or
{Doliars in thotisands) ! ] Contract Value Fair Value Contract Value  Fair Value
Assets: . ;
Cash and due from banks | } $ 118,131 s 118,131 $ 124817 § 124817
Federal funds sold and interest bearing deposits with other banks 64,979 64,979 68,578 68,578
Investment securities, available-for—sale 708,672 708,672 632,625 632,625
Mortgages held for sale ! I 520,159 50,1 59 . ' 67,224 67,448
Loans and leases, net of reserve for loan and lease losses 2,643,735 2,608,909 2,404,734 2,380,891
Interest rate swaps : ! 122 122 - 65 65
Liabilities: b
Deposits ; : $3,048,284 53,048,971 $2745587 $2,750212
Short-term borrowings : | _ . 222,118 222,718 277,469 277,469
Long-term debt and mandatorily redeemable securities 43,761 43,502 23237 23,065
Subordinated notes | ! 59,022 60,768 58,022 58619
Interest rate swaps ; 122 122 ‘ 65 65
Off-balance-sheet instrumentsi' ' - ~{346) - (431)

* Represents estimated cash oﬁt‘f]ows'required to currently settle the obligations at current market rates.
v !

We used the following methods and assumptions in estimating the fair value of our financial instruments:

r

. [ f :
Cash and Cash Equivalents — The carrying values reported in the consolidated statements of financial condition for cash and due from banks, Federal funds sold
and interest bearing deposits wnth other banks approximate fair values for these assets. .

Investment Securities — Fair values for securities are based on quoted market prlces, where available. If quoted market prices are not available, fair values are
estimated based on quoted market pnces of comparable investments.

Loans and Leases — For variable ralte loans and leases that reprice frequently and with no significant change in credit risk, fair values are based on carrying
values. The fair values for certaln real estate toans (e.g., one-to-four single family residential mortgage loans) are based on quoted market prices of simitar loans
sold in conjunction with securmzanon transactlons adjusted for differences in loan characteristics. The fair values of all other loans and leases are estimated using

discounted cash flow analyses whlch dse interest rates currently being offered for loans and leases with similar terms to borrowers of similar credit quality.

Mortgages Held for Sale — The fair value of loans held for sale is determlned based upon the market sales price of similar loans.

Deposits — The fair values for all deposns other than time deposits are equal to the amounts payable on demand (the carrying value). Fair values of variable
rate time deposits are equal to thelr carrylng values. Fair values for fixed rate time depaosits are estimated using discounted cash flow analyses using interest rates
currently being offered for deposits W|th similar remaining maturities.

Short-Term Borrowings — The carrylng values of Federal funds purchased, securities sold under repurchase agreements, and other short-term borrowings,
including our I|ab|||ty related to mortgage loans available for repurchase under GNMA optional repurchase programs, approximate their fair values.

Long-Term Debt and Mandatorily Redeemable Securities — The fair values of long-term debt are estimated using discounted cash flow analyses, based on our
current estimated incremental borrowmg rates for similar types of borrowing arrangements. The carrying values of mandaterily redeemable securities are based

1]
on approximate fair values. |
v i

Subordinated Notes — Fair values are based on quoted market prices, where available. If quoted market prices are not available, fair values are estimated based
on calculated market prices of comparable securities. >

Interest Rate Swaps — The carrying value of interest rate swaps is equal to the fair value. The fair value is based on the estimated amount we would receive or
pay to terminate the contract, takmg |nto account the current interest rate,

Off-Balance-Sheet Instruments — Contract and fair values for certain of our off-balance-sheet financial instruments (guarantees and loan commitments) are
estimated based.on fees currentry charged to enter into similar agreements, taking into account the remalnlng terms of the agreements and the counterparties’
credit standing, - ‘ :

Limitations — Fa|r value estimates are made at a specific point in time based on relevant market information and information about the financial instruments.
Because no market exists for a 5|gmf|cant portion of our financial instruments, fair value estimates are based on judgments regarding future expected loss

experience, current economic condmons risk characteristics of various financial instruments, and other such factors.

These estimates do not reflect ahy prermium or discount that could result from offering for sale at one time our entire holdings of a particular financial instrument.
These estimates are subjective |nlnature and require considerable judgment to interpret market data. Accordingly, the estimates presented herein are not necessarily
indicative of the amounts we could reallze in a current market exchange, nor are they intended o represent the fair value of 1st Source as a whole. The use of
different market assumptions andlor estlmatlon methodologies may have a material effect on the estimated fair value amounts. The fair value estimates presented
+ herein are based on pertinent lnformatlon available to management as of the respective balance sheet date. Although management is not aware of any factors that
would significantly affect the esnmated fair value amounts, such amounts have not been comprehensively revalued since the presentation dates, and therefore,
estimates of fair value after the l?alance sheet date may differ significantly from the amounts presented herein.
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Other significant assets, such as mortgage banking operation, premises and equipment, other assets, and liabilities not defined as financial instruments, are Aot
included in the above disclosures. In addition, for-investment and mortgage-backed secuntles, the income tax ramlflcanons related to the reahzanon of unrealized
gains and losses can have a significant effect on fair value estimates and have not been considered in many of the ‘estimates. Alsg, the fair value estimates for
deposits do not include the benefit that results from the low-cost funding provided llay the deposit liabilities compared to the cost of bormwmg funds in the
market. ‘

3 - |?

Note S — Subsequent Event

On February 19, 2007, we entered into a definitive agreement of merger with FINA Bancorp, Inc. (FINA), in whlch 1st Source will acquire FINA in an exchange
of cash and stock. FINA, headquartered in Valparaiso, Indiana, owns First National Bank Valparalso a full service bank with approxirnately 5620 00 million in
assets. The merger, approved by the directors of both companies, is valued at apprommately‘ﬂ 35,00 million, or $3,206.57 per FINA share. The price represents
approximately 196% of book value and 41,5 tlmes 2006 earnings before securities Iosses 1st Source will pay a minimurm of 40% and a maxlmum of 42% of the
purchase price in shares of 1st Source common'stock, and the remainder of the purchase price will be paid in cash. The precise exchange ratio WI|| be established
at dosing based on 1st Source's stock price pnor 1o the completion of the merger, FINA shareholders will be able to choose whether to receive 1 st Source comrion
stock or cash pursuant to election procedures described in the definitive agreement, suPJect to 1st Saurce’s ability to reallocate elections on a propomonate hasis.
The merger is subject to customary closing conditions, including regulatory approval and is expected to be completed in the second quarter of 2007. We believe
the purchase of FINA is a natural extension of our service area and is consistent with our growth market expanston initiatives.

Note T — 1st Source Corporaﬁon {Parent Cbmpany Only) Financial Information

STATEMENTS OF FINANCIAL CONDITION ' " S

December 31 (Doliars in thousands) { , 2006 2005
ASSETS | [ |

Cash ‘- 1. s 1 $ 1
Short-term investments with bank subsidiary ‘ o 14,442 11,562
Investment securities, available-for-sale : ' ’ !

(amortized cost of $17,112 and $12,893 at December 31, 2006 and 2005, respectlvely) 19,697 15,282
Investments in: : ' ,

Bank subsidiaries : 402,805 376538

Non-bank subsidiaries ) ) : ! 10,202 9,544
Loan receivables: ) ' .

Non-bank subsidiaries : ] ’ ‘ : 3,030 6,000
Premises and equipment, net ) : ‘ ' 2,143 2,143
Other assets S i 7,660 8,074
Total assets _ ]! ' $459,980 | $429144
LIABILITIES AND SHAREHOLDERS' EQUITY . : :

Commercial paper borrowings . ' $ 11,472 - % 4,800
Other abilities _ ) . 3,209 3,033
Long-term debt and mandatorﬂy redeemable securmes ) ) i : 76,395 75,735
Total liabilities : ) ' . 91,076 83,568
Shareholders’ equity ' ) . 368,904 345,576
Total liabilities and shareholders’ equity ' i $ 459,980 | $429,144

- b
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STATEMENTS OF INCOME
F .

Year Ended December 31 (boﬂars in thousands)

2006 2005 2004
Income: ! ; ‘
Dividends from bank and non- bank subsidiartes -$ 15,045 $ 11,552 $ 9,749
. Rentat income from SUbSIdIaI‘IES | 2,542 2472 829
Other ' ’ I 4,134 3,286 2,721
Total income L 21,721 17.310 13,299
Expenses: | 1 r
Interest onjlong-term debt and andatorily redeemable securities 5,495 5040 4,869
Interest on commercral paper and other short-term borrow:ngs 418 73 10
Rent experise ! g 1,059 1,059 1,059
Other I | 1,148 2,352 2,705
Total expenses I | 8,120 8524 8,643
Income before income tax benefit and equity in undistributed income of subsidiaries 13,601 ° 8,786 4656
Income tax benefit ' 1 ‘ : 220 B97 © 2,269
Income before equity in unaismbuted income of subsidiaries 1 31821 9,683 6925
Equity in undistributed i income of subssdlanes [
Bank subsidiaries 23,448 24,057 19,832
Non-bank subsidiaries | 2,028 1 (1,792}
Net income | P $ 39,297 $ 33751 $ 24,965
il 4 } V o
I
STATEMENTS OF CASH FLOW
| v . .
Year Ended December 31 (Doliars in thousands) 2006 2005 2004
Operating activities: } I ‘
Netincome | 4 $ 39,297 $ 33751 $ 24,965
Adjustments 10 recongile net lncome to net cash provided by operating activities: ' N
Equity in undistributed i |ncome of sub5|d|ane5 (25,476} (24,068) (18,040}
Deepreciation of premises and eqmpment 289 305 283
Realized and unrealized lnvestment securities {gains) losses {517) (72} 851
Other ! ‘ (1,124) (218} 523
Net change in operating activities i 12,469 9,698 8,582
Investing activities: b 1 : '
Proceeds from sales and maturmes of investment securities 1,817 15,356 6,645
Purchases of investment secuntres (3,7549) (10,361} -
Net change in premises and equrpment (288) (118) (264)
Change in short-term |nves_tmenrs|wnh bank subsidiary (2,880) (6,329) {2.080)
Change inioans made to subsidiaries, net 2,970 1,000 (285)
Capital contributions to sub$idiaries : 1,400 (1,460) -
Return of capital from subsidiaries[ - - 500
Net change in investing activities | (735) {1912) 4516
Financing activities: b S
Net change in commercial paper and other short-term borrowings 6,673 3964 (146)
Proceeds from issuance of subordlnated notes - - 30929
Payments on subordinated notes - - (28,351)
Proceeds frorn issuance of Iong-term debt 874 311 18
Payments on long-term debt (123) (44) (5,048)
Net proceeds from i |ssuance of treasury stock 814 528 3,253
Acquisition of treasury stock | (7,657) (2,221} (4,958)
Cash dividends | (12,315) (10,325} (8.863)
Net change in ﬁnancing activities | (11,734) (7,787) {13,166)
Net change in cash and cash equavale*‘nts - (1) {68)
Cash and cash equrvalents begmnmg Inf year -1 2 70
Cash and cash equwalems end of year S 1 % 1 % 2

- |
]
r
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ITEM 9. CHANGES IN AND DISAGIREEMENTS WITH ACCOUNTANTS ON ACCOUNTING AND FINANCIAL DISCLOSURE.

None

ITEM 9A. CONTROLS AND IE'ROCEDURES

1st Source carried out an evaluation, under the supervrsron and with the participation of |Ist Source s management, |nc|udmg 15t Source's Chief Executrve Officar
and Chief Finangial Officer, of the effectiveness of the design and operation of st Source’ s disclosure controls and procedures pursuant to Exchange Act Rule 13a-
15. Based upon that evaluation, the Chief Executive Officer and Chief Financial Officer concluded that, at December 31, 20086, 1st Source's drsclosure contrals
and procedures are effective in accumulating and communicating to management (rncludrng such officers) the information relating to 1st Source (including its
consolidated subsidiaries) required to be included in 1st Source's periodic SEC filings. | i
l [ :
MANAGEMENT REPORT ON INTERNAL CONTROL OVER FINANCIAL REPORTING l

Management of st Source Corporation (“1st Saurce”) is responsible for establrshrng and maintaining adequate internal control over fir 1ancral reporting.
1st Source's internal control over financial reporting includes policies and procedures pertarnrng to 1st Source's ability to record, process, ard report reliable
information. Actions are taken to correct any deficiencies as they are identified through internal and external audits, regular examinations by bank regulatery
apencies, 1st Source’s formal risk management process, and other means. 1st Source's |nternal control system is desrgned to provide reasonable assurance to 1st
Source's management and Board of Directors regardtng the preparation and fair presenltatlon of 1st Source's publrshed financial statements.

All internal controd systems, no matter how well desrgned have inherent limitations. Thelzrefore even those systems determmed to be effective can provide only
reasonable assurance with respect to financial statement preparation and presentation. Further because of changes in conditions, the effectiveness of internal

control may vary over time.

1st Source'’s management assessed the effectiveness of internal controf over financial reportrng as of December 31, 2006. In making this &« sessment it used
the criteria set forth by the Committee of Sporsoring Organizations of the Treadway Comrnrssron {COS0) in Internal Control — Integrated Framework Based on
management’s assessment, we believe that, as of December 31, 2006, 1st Source’s internal control over financial reporting is effective based on those criteria.

Ernst & Young LLP, independent registered public accounting firm, has issued an attestation report on managerment’s rassessment of 1st Source's internal control
over financial reporting. This report appears on page 25.

By /s/ CHRISTOPHER J. MURPHY Iil
Christopher J. Murphy Ill, Chief Executive Officer

By /s/ LARRY E LENTYCH ] _ ,
Larry E. Lentych, Chief Financial Officer ‘

South Bend, Indiana !
{TEM 9B. OTHER INFORMATION.

None

PART Il .

1 i

ITEr"I 10. DIRECTORS EXECUTIVE OFFICERS lAND CORPORATE GOVERNANCE.

The information under the caption “Proposal Number 1: Election of Directors,” “Board Commrttees and other Corporate Governance Matters,” and “Section 16(a)
Beneficial Ownership Reporting Compliance” of the 2007 Proxy Statement is |nc0rporated herein by reference.

ITEM 11. EXECUTIVE COI}‘1PENSATION.
The information under the caption “Compensation Discussion & Analysis” of the 2007 Prox;/ Statement is incorporatfed herein by reference,
' ;
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1
ITEM12. SECURITY OWNERSHIP OF CERTAIN BENEFICIAL OWNERS AND MANAGEMENT AND RELATED STOCKHOLDER MATTERS.

The information under the capuon "Votmg Securities and Prlnapal Holders Thereof' and "Proposal Number 1: Election of Directors” of the 2007 Proxy Statement
is mcorporated herein by reference

EQUITY COMPENSATION PLAN INFORMATION:

i
' ' Number of Securities
: " Remaining Available

for Future Issuance

o — a—

i | Number of Securities to be ‘Weighted-average Under Equity
} |1 i Issued upon Exercise of E_xercise Price of Compensation Plans
: l | Outstanding Options, Outstanding Options, [excluding securities
! ! l, Warrants and Rights .. Warrants and Rights reflected in column (a))
. Equity compensatlon plans - ¥ : ' ‘
approved by sharehulders
1992 stock option planj ! 421936 - 2736 -
2001 stock option pIani g 67,539 17.83 2122618
1997 employee stock purchase plan 21,708 2149 173,845
1982 executive mcennve plan - - 95,271 (142}
1982 restricted stock award plan ‘ - ; - 189,770 (1}
- Total plans approved by shareholders . ) 511,183 - % 25.85 2,581,509
Equity compensation plans I | :
" not approved by shareholders t . - - -
Total equity cbmpensation p’lans_ [ ' . 511,183 ' $ 25.85 . 2,581,504

(1) Amaunt is tp be awarded by{ grants‘adrninistered by the Executive Compensation Committee of the 1st SourcefBoard of Directors.
(2} Amount includes market vallue 5toc1k only. Book value shares used for annual awards may only be sold to 15t Source

’ i S
ITEM 13. CERTllth RELATIONSHIPS AND RELATED TRANSACTIONS, AND DIRECTOR INDEPENDENCE.
The informatjo:n under the caption "F;roposal Number 1: Election of Directors” of the 2007 Proxy Statement is incorporated herein by reference.
| P - |
| , | ITEM 14. PRINCIPAL ACCOUNTING FEES AND SERVICES.

The information under the capuon 'Relatlonshlp with Independent Registered Public Accounting Firm® of the 2007 Proxy Statement is incorporated herein by
reference. |

:
}
* I
|
)
!
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{a) Financial Statements and Schédules:
The following Financial Statements and Supplementary Data are filed as part of this annual report:
' Reports of Independent Registered Public Accounting Firm \
Consolidated statements of financial condltlon — December 31, 2006 and 2005 ,
Consolidated staterments of income — Years ended December 31, 2006, 2005 and 2004 I
Consolidated statements of shareholders’ equity — Years ended December 31, 2[006, 2005, and 2004 s
Consolidated statemenis of cash flows — Years ended December 31, 2006, 2005, and 2004 .
Notes to consolidated financial statements — December 31, 2006, 2005, and 2[004

Financial staternent schedules required by Arucle 9 of Regulation 5-X are not required under the related mstructrons, or are inapplicable amnd,
been omitted.

{b) Exhibits (numbered in accardance with ltem 6071 of Regulation $-K):

3(a)
3(b)

4{a)
4(e)(1)

4(c)(2)
4(c)(3)
4(d)
10(ak1)
10(a)2)
10(a)(4)
10(a)(5)
10{a)(6)
10(b)
10(c)

10(d)

50+« SRCE
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| ‘ PARTIV | *

! :
ITEM 15. EXHIBITS, FINANCIAL STATEMENT SCHEDULES.

|

S

Articles of Incorporation of Reglstrantias amended Apnl 30, 1996, and filed as exhrbrt to Form 10-K, dated December 31, 1996, an
herein by reference. . .

therefore, have

d incorporated

By-Laws of Registrant, as amended January 29, 2004, filed as exhibit to Form 10-K dated December 31, 2003, and incorporated herein by

reference. \

Form of Common Stock Centificates df Registrant filed as exhibit to Registration Staterment 2-40481 and incorporated herein by reference,

Form of Floating Rate Cumulative Trust Preferred Securities Indenture, dated March 21,1997, filed as exhlblt to Form 10-K, dated December 31,

1997, and incorporated herein by reference

1

Form of Floating Rate Cumulative Trust Preferred Securities Trust Agreement, dated March 21, 1997, filed as exhibit to Form 10-K, dated

December 31, 1997, and incorporated herein by reference.

Form of Floating Rate Cumulative Trust Preferred Securities Guarantee Agre{ement dated March 21, 1997 filed as exhibit to Form 10-K, dated

December 31, 1997, and incorporated herein by reference,

t

Agreement to Furnish Long-term Debt Instruments, dated February 11, 2003, frled as an exhibit to Form 10-K, dated December 31,
incorporated herein by reference. i

2002, and

Employment Agreement of Chrlstopher J. Murphy [Il, dated April 16, 1998, ﬁled as exhibit to Form 10-K, dated December 31, 1948, and

incorporated herein by reference.

Employment Agreement of Wellington D. Jones Ill, dated April 16, 1998, flled as exhlblt to Form 10-K, dated December 31, 1998, and

incorporated herein by reference.  ° 1

Employment Agreement of Larry E. Lentych, dated April 16, 1998, filed as exhibit to Form 10-K, dated Decernber 31, 1998, and incorporated

herein by reference. v

Employment Agreement of Richard Q Stifel, dated April 16, 1998, filed asexhlblt to Form 10-K, dated December 31,1998, and |n?orporated

herein by reference. < .

Employment Agreement of John B. Grlfflth dated March 31, 2001, filed as exhlblt to Form 10-K, dated December 31,2002, and lnicorporated

herein by reference. ;

1st Source Corporation Employee Stock Purchase Plan dated April 17, 1997 filed as exhibit to Form 10-K, dated December 31, 1997, and

incorporated herein by reference. : '

. }
1st Source Corporation 1982 Executive Incentive Plan, amended January 177, 2003, and filed as exhibit to Form 10-K, dated December 31,

2003, and incorporated herein by reference. i

1st Source Corporation 1982 Restricted Stock Award Plan, amended Janualry 17, 2003, and filed as exhibit to Form 10-K, dated IDecember 31,

2003, and incorporated herein by reference.

|
|
|
|
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10(e)
10(g)(1)
10(g)(2)

10(h)

i by reference. . -

23
31.1
3122
32.1
322

| i
1st Source Corporanon 2()01 Stock Option Plan, amended July 27, 2006, and filed as an exhibit to 1st Source Corporation Proxy Statement dated
March 7, 2001, and |ncorporated herein by reference.

1st Source Corporataon 1 ‘392 Stock Option Plan, amended July 27, 2006, and dated April 23, 1992, as amended December 1 I 1997, fiied as
exhibit o Form 10+ K dated December 31, 1997, and incorporated herein by reference. !

An amendment to Ist Source Corporation 1992 Stock Option Plan, dated July 18, 2000, and filed as exhibit to Form 10-K, dated December 31,
2000 and incorporated hlerein by reference. ,
1st Source Corporation 1998 Performance Compensation Plan, dated February 19, 1998, filed as exhibit to Form 10-K, dated December 31,

1998, and incorporated hlerein by reference. . .
Consulting Agreement of Ernestine M. Raclin, dated April 14, 1998, filed as exhibit to Form 10- K dated December 31, 1998, and incorporated

hereiin by reference
Contract with Fiserv'Solutions, Inc. dated November 23, 2005, filed as exhibit to Form 10-K, dated December 31, 2005, and incorporated herein

I | ' : i
Subsadianes of Registrant (unfess atherwise indicated, each subsidiary does business under its own name):

i : '

Name ' Junsdiction

Ist Source Bank Indiana

SFG Eqmpment Leasing, Inc. * _ Indiana '
1t Source Insur?nce Ir}ic ' Indiana '

Ist Source Spedalty Finance, Inc. * t Indiana'_ ' '

FI?T Capital Corporahon' {Inactive} Indiana » |

15t Source Leasing, Inc.l ' "~ Indiana - |

IT'st Source Capit!ai Corploration ' S " Indiana ;
Trjiustcorp Mortgage Cornpany Indiana-. - j ’ " ' co
. ITst Source Capital Trust |l ‘ © ' Delaware ' |

Igt Source Capitlafil Trust il Delaware

1st Source Capital Trust IV | Delaware ;
Mtichigan Transpo_rtation: Finance Corporation * Michigan | '

1st Source lntermediate Holding, LLC Delaware

1st Source Funding, LL(|I Delaware

Ist S;ource Corpdrarjonllnvestment Advisors, Inc. * Indiana

SFG Commerual Aircra'lt Leasing, Inc. * Indiana

SFG Equtpment Leasrng Corporation I Indiana

*Wholiy—owned STDSIdIa;nes of 1st Source Bank :
Consent of Ernst & Young LLP, Independent Registered Public Accountmg Firm. -

Cert:fication of Chnstopher'J Murphy IIl, Chief Executive Officer (Rule 13a-14(a)). :

Certiification of Larry E. Len|tych Chief Financial Officer (Rule 13a-14(a)). .
1 i
Cemfication of Chnstopher|J Murphy Ill, Chief Executive Officer. o

Certification of Larry E. Lentych, Chief Financial Officer.

() Financial Statement Schedu!es — None.
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‘ . i
i SIGNATURES ; - !
- : d o |
Pursuant to the requirements of Section 13 or 15(d) of the Securities Exchange Act of; 1934, the registrant has dulyicaused this report to be signed on its behalf

by the undersigned, thereunto du!y authorized. | . I '
[N

' K
15t SOURCE CORPQRATIION

By  /s/ CHRISTOPHER J. MURPHY Il
R 3
{ Christopher J. Murphy IIl, Chalrlman',of the Board, -

President and Chief Exe‘cutiveT.Officer

4+

Date: February 23, 2007 ; . i 3 o
Pursuant to the requirements of the Securities éxchange Act of 1934, this report haslbeenf'signed' below by the folloirving persons on behalf of the registrant and
in the capacities and on the dates indicated. ; t : )
Signature i Titte | | Date
/s! CHRISTOPHER J. MURPHY Iil _ Chairman of thle B():ard, : February 23, 2007
!

Christopher J. Murphy Hl President anq Chlef Executive Officer

/s WELLINGTON D. JONES Il | Executive Vice Preséident ' February 23, 2007
Wellington D. Jones Il ' and Director I i

i

/3! LARRY E. LENTYCH i Treasurer, Chiﬁ:‘f Fiﬁ'ancial Officer : February 23, 2007
g 1 .o
Larry E. Lentych ! . and Principal _Accoqnting Officer i
/s/ JOHN 8. GRIF.FITH : Secretary ! . ! February 23, 2007
John B. Griffith : and General fCouns'{eI I
Js/ DAVID C. BOWERS ; Director : E February 23, 2007
David C. Bowers i C -
. i } :
s/ DANIEL B. FITZPATRICK | Director | | February 23, 2007
Daniel B. Fitzpatrick | { !
{s/ TERRY L GERBER 5 Director ' . : February 23, 2007
Terry L Gerber ' 0 I
: 1o i -
fs/f LAWRENCE E. HILER : Director . : ! February 23, 2007
Lawrence E. Hiler \ ' : i :
i N )
} ;
{s/ WILLIAM P. JOHNSON | Director | : February 23, 2007
" [l ] H .
William P. Johnson i P :
i 1 } b .
/5! CRAIG A, KAPSON : Director i ' February 23, 2007
Craig A Kapson ~ { '
: B .
/s REX MARTIN { ) Director ' I February 23, 2007
Rex Martin ' i i
i : |
{s/ DANE A. MILLER . Director : i : February 23, 2007
Dane A. Miller ! 1
! ‘ , !
{8/ TIMOTHY K. OZARK . Director \ : : February 23, 2007
Timothy K. Ozark [ | |
: ! ! !
{s/ JOHN T. PHAIR ! Director ‘ | f February 23, 2007
John T. Phair ! ; : :
/sf MARK D. SCHWABERO | Directar { . February 23, 2007
Mark D. Schwabero ¢ b
| |
s/ TOBY S WILT ' Director ] February 23, 2007
Toby S. Wilt j, g
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- |
EXHIBIT 311,

Date: February/23, 2007

EXHIBIT 321 !

Date: February%23. 2007

!
i

l | CERTIFICATIONS
.

I ]
|, Christopher _IL. Murphy i, Chief Executive Officer, certify that;

! : | \
| have reviewed this annual report on Form 10-K of 1st Source Corporation; !

Based on my knowledge, th|s report does not contain any untrue statement of a material fact or omit to state a material fact necessary to make the statements
made, in I|ght of the orcurnstances under which such statements were made, not misleading with respect to the period covered by this report;

Based: on my knowledge the flnanoat statements, and other financial information included in this repon fairly present in all material respects the flnanual
condmon*results of operatlons and cash flows of the registrant as of, and for, the periods presented in this report; .

[
‘The reg|strant’s other certlfylng foICEI' and | are responsible for establishing and maintaining disclosure controls and procedures (as defined in Exchange Act

Rules 1 3a 15(e)and 15d—1 S(e}) and internal control over financial reporting {as defined in Exchange Act Rules 13a-15(f) and 15d-15(f}) for the reg:strant
and have S

a) Desgned such dlsclosure (ontrols and procedures, or caused such disclosure contrals and procedures to be designed under our supervision, to ensure
that materlal |nformat|on reIatlng to the registrant, including its consolidated subsidiaries, is made known to us by others.within those entities, particularly
during the period in whrch this repon is being prepared; { ‘

b) Desngned such |nternai control over financial reporting, or- caused such internal control over financial reporting to be designed under our supervision, to
provide reasonable assurance regardmg the reliability of financial reporting and the preparation of f|nanC|aI statements for external purposes in accordance
with- generaliy accepted account||ng principles; . "

) Evaluated the effectlveness of the registrant’s disclosure controls and procedures and presented |n this-report our. conclusions about the effectrveness
of the dlsclosure contrals and procedures as of the end of the period covered by this report based on such evaluation; and .

-d} Dlsclosed in this report any’ change in the registrant’s internal control over financial reporting that occurred during the registrant’s.most recent fiscal’

quarter that has mater|ally affected, or is reasonably likely to materially affect, the registrant's internal control over financial reporting; and

The regtstrant‘s other cert:fylng ofﬂcer and | have disclosed, based on our most recent evaluation of mternal control aver f|nancnal reportmg, o the reglstrant’s
auditors and the audit committee of the registrant's Board of Dlrectors : . ! oo .

a)  All significant deﬂcuenaes and material- weaknesses in the desugn or operation of internal control- -over financial reportmg which are reasonably likely to
adversely affect the reg|strant’s ablllty to record, process, summarize and report fi nanclal information; and Lo T -

b} . Any fraud whether | or not material,.that involves management or other employees who have-a significant role in the registrant’s mternal control over
financial reportlng \ |

1
i i
} |

; j
By /¢f CHRISTOPHER J. MURPHY Ill

Christopher J. Murphy ll[Chief Executive Officer
\

CERTIFICATION PURSUANT TO 18U.5.C. SECTION 1350 AS ADOPTED PURSUANT TO SECTION 906 OF THE SARBANES-OXLEY ACT OF 2002

In connection W|th the Annual Report of 1st Source Corporatlon (st Source) on Form 10-K for the flscal year ended December 31, 2006, as filed with the
Securities and Exchange Cornm|55|onI

on the date hereof (the "Report”), |, Chrlstopherj Murphy I, Chief Executwe Officer of 1st Source certify, pursuant 10 18

U.S.C. Section 1350, as adopted pursuant to Section 906 of the Sarbanes-Oxley Act of 2002, that to my knowledge

{1} The Report fully complies with the reqwrements of sections 1 3(a) or 15{d}) of the Securmes and Exchange Act of 1534; and

-+
(2)The |nformatJon contained in the Report falfly presents, in all material respects the financial condmon and results of operations of 1st Source.

- |
t

|
!
L
| :
' |

By /& CHRISTOPHER J. MURPHY Il

53« SRCE. -

Chrlstopher J. Murphy Ili, Ch|ef Elxecutive Qfficer
; ‘ '

|
E
f

20015 Form 10-K




EXHIBIT 31.2

I, Larry E. Lentych, Chief Financial Officer, certify that:

1.
2.

Date: February 23, 2007 . I

By

EXHIBIT 32.2
CERTIFICATION PURSUANT TG 18 U.5.C. SECTION 1350 AS ADOPTED PURSUANT TO SECTION 906 OF THE SARBANES-OXLEY

In connection with the Annual Report of 1st Source Corporation {1st Source) on Form 10 K for the fiscal year ended December 31, 2006
~ Securities and Exchange Commission on the date hereof {the “Report”), |, Larry E. Lentych Chief Financial Officer of 1st Source, certify, purs
Section 1350, as adopted pursuant to Section 906 of the Sarbanes-Oxley Act of 20F|)2 that to my knowledge:

(1) The Report fully complies with the requirements of sections 13{a) or 15(d) of the ‘Securities and Exchange Act of; 1934, and
1 3

| have reviewed this annual report on Form 10-K of 1st Source Corporation;

i
!
CERTIFICATIONS 1
f
i

!

I

Based on my knowledge, this report does not contain any untrue statement of a matenal factor omit to state a malterral fact necessary to make the statements
made, in light of the circumstances under whrch such statements were made, not mrsleadrng with respect to the period covered by this report

Based on my knowledge, the financial statements and other financial |nformat|on included in this report, fairly present in all material respects the financial
condition, results of operations and cash flows of the registrant as of, and for, the penods presented in this report

1l
The registrant’s other certifying officer and I are responsible for establishing and marntalnrng disclosure controls and procedures (as defrned in Exchange Act

Rules 13a-15(e}and 15d-15(e)) and |nternal control over financial reporting (as deﬂned in Exchange Act Rules:13a-15(f) and 15d-15{f))

and have:

for the registrant

a) Designed such disclosure controls and procedures, or caused such dlsclosure controls and procedures to be designed under our supelrwsron to ensure
that material information relating to the regrstrant including its consolidated subsrdranes, is made known to us by others within those entities, particularly

during the period in which this report is berng prepared; ;

i

b) Designed such internal control over frnancral reporting, or caused such |nterna| cantral over financial reporting to be designed under olur supervisior, to
provide reasonable assurance regarding the reliability of financiat reporting and the preparatron of financial statements for external purposes in accordance

with generally accepted accounting principles;

r‘

c) Evaluated the effectiveness of the regrstrant’s disclosure controls and procedures and presented in this report our conclusions about
of the disclosure controls and. procedures, as of the end of the period covered by this report based on such evaiuation; and

l

the effectiveriess

|
d) Disclosed in this report any change in the registrant’s intemal control over frnandal reporting that occurred during the registrant’s most recent fiscal

guarter that has materially affected, or is reasonably likely to-materially affect, the regrstrant s internal control over financial reporting; and

The registrant’s other certifying officer and I have disclosed, based on gur most recent evatuat:on of internal control over financial reporting, to the registrant’s

auditors and the audit committee of the regrstrant‘s Board of Directors: !

a) Al significant deficiencies and matenal weaknesses in the design-or operatron of, 'internal control over financial reporting which are reasonably likely to

adversely affect the regrstrant s ability to record process, summarize and report f|

b}  Any fraud, whether or:not material, that involves management or other em|
financial reporting. ,

/s LARRY E. LENTYCH ; ;
Lasry E. Lentych, Chief Financial Officer . !

nanc_lal information; and

i
i

t

|

i
H
t

(2) The information contained in the Report fairly presents, in all material respects, the

Date: February 23, 2007

By
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/s/ LARRY E. LENTYCH
Larry E. Lentych, Chief Financial Officer

finaricial condition and resultslof operations of 1st Source.

}

v
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Chairman of the Board, President and Chief Executive Officer
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Chairman and Chief Executive Ofﬂcer _Quality Dining, inc.

. President and Chief Executive Offlcer Gerber Manufacturing Company, Inc.

Chairman, Hiler Industries

Chief Executive Officer, Flying J, LLC

Executive Vice President

President, Jordan Automotive Gréup

Chairman and Chief Exacutive Officer NIBCO Inc.

Former Presfcjent and Chief Executive Officer, Biomet, Inc.

. Chairman, President and Chief Ex;acutjve Officer

Chairman, President and Chief Exécutive Officer, Aim Financial Corporation
President, Hblladay Properties
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James R. Seitz l
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Joseph rT Kuzmitz

Donald E. Miller i

Tina H. Perkins
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Chairman of the Board and Chief Executive Officer

President and Chief Operating Offlicer

President and Chief Operating Officer, Specialty Finance Group

Executive Vice President, Businesé Banking Services Group and Chief Credit Officer

Senior Vice President, Treasurer a’pd Chief Financial Officer,
Finance and Administrative Services Group

Senior Vice President and Secretziry, General Counsel
Sénior Vice President, Funds Management Division

Senior Vice President, Personal As:set Management Group
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